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[6750-01] 
Title 16—Commercial Practices 


CHAPTER I—FEDERAL TRADE 
COMMISSION 


SUBCHAPTER D—TRADE REGULATION RULES 


PART 436—DISCLOSURE REQUIRE- 
MENTS AND PROHIBITIONS CON- 
CERNING FRANCHISING AND 
BUSINESS OPPORTUNITY VEN- 
TURES 


Promulgation of Trade Regulation 
Rule and Statement of Basis and 
Purpose 


AGENCY: Federal Trade Commission. 


ACTION: Final Trade Regulation 
Rule. 


SUMMARY: The Commission today 
publishes a Final Trade Regulation 
Rule, a statement of the basis and pur- 
pose of the rule and proposed inter- 
pretive guides for compliance with the 
rule’s provisions. The rule has been 
promulgated in response to wide- 
spread evidence of deceptive and 
unfair practices in connection with the 
sale of franchises and business oppor- 
tunity ventures. The intended effect 
of the rule is to reduce the opportuni- 
ty for such practices to occur by re- 
quiring the disclosure of information 
relevant to the proposed sale as well as 
to proscribe certain practices. The rule 
requires franchisors and franchise bro- 
kers to furnish certain information to 
prospective franchisees within a speci- 
fied time frame. The information con- 
sists of facts of the type found to be 
needed by prospective franchisees in 
order to make an informed decision 
about entering into a franchise rela- 
tionship. The rule also sets forth the 
circumstances under which = any 
franchisor or franchise broker, who 
chooses to do so, may make claims 
about the actual or projected sales, 
income, or profits of existing or poten- 
tial outlets. The rule also imposes 
other requirements on franchisors or 
franchise brokers which generally con- 
cern the transactions involving the es- 
tablishment of the franchise relation- 
ship. Accompanying the rule is the 
statement of basis and purpose for the 
rule, including the reasons why the 
adoption of the rule is in the public in- 
terest. Finally, the proposed interpre- 
tive guides to the rule are intended to 
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help franchisors and franchise brokers 
understand their compliance obliga- 
tions under the rule. Comments on the 
proposed guides are invited, and 
should be submitted to the Commis- 
sion by February 20, 1979. 


DATES: This rule is effective on July 
21, 1979. Comments on the proposed 
guides are invited, and should be sub- 
mitted by February 20, 1979. 
ADDRESS: Send comments to: John 
M. Tifford, Federal Trade Commis- 
sion, Sixth and Pennsylvania Avenue 
NW., Washington, D.C. 20580. 


FOR FURTHER INFORMATION 
CONTACT: 


John M. Tifford, Federal Trade 
Commission, Pennsylvania Avenue 
and Sixth Street NW., Washington, 
D.C. 20580, 202-523-3911. 


SUPPLEMENTARY INFORMATION: 
The Federal Trade Commission, pur- 
suant to the Federal Trade Commis- 
sion Act, as amended, 15 U.S.C. 41 et 
seq., and the provisions of subpart B, 
part I, of the Commission’s procedures 
and rules of practice, 16 CFR 1.11 et 
seq. has conducted a proceeding for 
the promulgation of a Trade Regula- 
tion Rule relating to Disclosure Re- 
quirements and Prohibitions Concern- 
ing Franchising and Business Oppor- 
tunity Ventures. Notice of this pro- 
ceeding, including a proposed rule, was 
published in the FEDERAL REGISTER on 
November 11, 1971 (36 FR 21607). In- 
terested parties were thereafter af- 
forded an opportunity to participate 
in the proceeding through the submis- 
sion of written data, views, and argu- 
ments, and to appear and express 
their views orally and to suggest 
amendments, revisions, and additions 
to the proposed rule. The Commission 
conducted public hearings on the rule 
from February 14 through March 1, 
1972. 

After having considered the sugges- 
tions, criticisms, objections, and other 
pertinent information on the record, 
the Commission on August 22, 1974, 
published.a revised proposed rule in a 
notice in the FEDERAL REGISTER (39 FR 
30360). This notice extended to inter- 
ested parties an opportunity to submit 
data, views or arguments regarding 
the revised proposed rule. A period of 
90 days was allowed for the submission 
of written comments on the revised 
proposed rule, with the record being 
held open for reception of comments 
until November 20, 1974. 


The Commission has now considered 
all matters of fact, law, policy, and dis- 
cretion, including the data, views, and 
arguments presented on the record by 
interested parties in response to the 
notices of proposed rulemaking, as 
prescribed by law, and has determined 
that the promulgation of the Trade 
Regulation Rule and its Statement of 
Basis and Purpose set forth herein is 
in the public interest. 

Accordingly, the Commission hereby 
amends Subchapter D, Trade Regula- 
tion Rules, Chapter I of 16 CFR by 
adding a new part 436 as follows: 


Sec. 

436.1 The Rule. 
436.2 Definitions. 
436.3 Severability. 


AvuTHoRITy: The provisions of this part 
436 are issued under 38 Stat. 717, as amend- 
ed, 15 U.S.C. §§ 41-58. 


§ 436.1 The Rule. 


In connection with the advertising, 
offering, licensing, contracting, sale, or 
other promotion in or affecting com- 
merce, as ‘‘commerce”’ is defined in the 
Federal Trade Commission Act, of any 
franchise, or any relationship which is 
represented either orally or in writing 
to be a franchise, it is an unfair or de- 
ceptive act or practice within the 
meaning of section 5 of that Act for 
any franchisor or franchise broker: 

(a) To fail to furnish any prospective 
franchisee with the following informa- 
tion accurately, clearly, and concisely 
stated, in a legible, written document 
at the earlier of the “time for making 
of disclosures’ or the first ‘‘personal 
meeting”’: 

(1) Gi) The official name and address 
and principal place of business of the 
franchisor, and of the parent firm or 
holding company of the franchisor, if 
any; 

(ii) The name under which the 
franchisor is doing or intends to do 
business; and 

(iii) The trademarks, trade names, 
service marks, advertising or other 
commercial symbols (hereinafter col- 
lectively referred to as ‘“‘marks’”’) which 
identify the goods, commodities, or 
services to be offered, sold, or distrib- 
uted by the prospective franchisee, or 
under which the prospective franchi- 
see will be operating. 

(2) The business experience during 
the past 5 years, stated individually, of 
each of the franchisor’s current direc- 
tors and executive officers (including, 
and hereinafter to include, the chief 
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executive and chief operating officer, 
financial, franchise marketing, train- 
ing and service officers). With regard 
to each person listed, those persons’ 
principal occupations and employers 
must be included. 

(3) The business experience of the 
franchisor and the franchisor’s parent 
firm (if any), including the length of 
time each: (i) has conducted a business 
of the type to be operated by the 
franchisee; (ii) has offered or sold a 
franchise for such business; (iii) has 
conducted a business or offered or sold 
a franchise for a business (A) operat- 
ing under a name using any mark set 
forth under paragraph (a)(1)(iii), or 
(B) involving the sale, offering, or dis- 
tribution of goods, commodities, or 
services which are identified by any 
mark set forth under paragraph 
(a)(1)Giii); and (iv) has offered for sale 
or sold franchises in other lines of 
business, together with a description 
of such other lines of business. 

(4) A statement disclosing who, if 
any, of the persons listed in para- 
graphs (a)(2) and (a)(3) of this section: 

(i) Has, at any time during the previ- 
ous seven fiscal years, been convicted 
of a felony or pleaded nolo contendere 
to a felony charge if the felony in- 
volved fraud (including violation of 
any franchise law, or unfair or decep- 
tive practices law), embezzlement, 
fraudulent conversion, misappropria- 
tion of‘ property, or restraint of trade; 

(ii) Has, at any time during the pre- 
vious seven fiscal, years, been held 
liable in a civil action resulting in a 
final judgment or has settled out of 
court any civil action or is a party to 
any civil action (A) involving allega- 
tions of fraud (including violation of 
any franchise law, or unfair or decep- 
tive practices law), embezzlement, 
fraudulent conversion, misappropria- 
tion of property, or restraint of trade, 
or (B) which was brought by a present 
or former franchisee or franchisees 
and which involves or involved the 
franchise relationship; Provided, how- 
ever, That only material individual 
civil actions need be so listed pursuant 
to this subparagraph (4)(ii), including 
any group of civil actions which, irre- 
spective of the materiality of any 
single such action, in the aggregate is 
material; 

(iii) Is subject to any currently effec- 
tive State or Federal agency or court 
injunctive or restrictive order, or is a 
party to a proceeding currently pend- 
ing in which such order is sought, re- 
lating to or affecting franchise activi- 
ties or the franchisor-franchisee rela- 
tionship, or involving fraud (including 
violation of any franchise law, or 
unfair or deceptive practices law), em- 
bezzlement, fraudulent conversion, 
misappropriation of property, or re- 
straint of trade. 
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Such statement shall set forth the 
identity and location of the court-or 
agency; the date of conviction, judg- 
ment, or decision; the penalty im- 
posed; the damages assessed; the 
terms of settlement or the terms of 
the order; and the date, nature, and 
issuer of each such order or ruling. A 
franchisor may include a summary 
opinion of counsel as to any pending 
litigation, but only if counsel’s consent 
to the use of such opinion is included 
in the disclosure statement. 

(5) A statement disclosing who, if 
any, of the persons listed in para- 
graphs (a)(2) and (a)(3) of this section 
at any time during the previous 7 
fiscal years has: 

(i) Filed in bankruptcy; 

(ii) Been adjudged bankrupt; 

(iii) Been reorganized due to insol- 
vency; or 

(iv) Been a principal, director, execu- 
tive officer, or partner of any other 
person that has so filed or was so ad- 
judged or reorganized, during or 
within 1 year after the period that 
such person held such position in such 
other person. If so, the name and loca- 
tion of the person having so filed, or 
having been so adjudged or reorga- 
nized, the date thereof, and any other 
material facts relating thereto, shall 
be set forth. 

(6) A faetual description of the fran- 
chise offered to be sold by the franchi- 
sor. 

(7) A statement of the total funds 
which must be paid by the franchisee 
to the franchisor or to a person affili- 
ated with the franchisor, or which the 
franchisor or such affiliated person 
imposes or coliects in whole or in part 
on behalf of a third party, in order to 
obtain or commence the franchise op- 
eration, such as initial franchise fees, 
deposits, downpayments, prepaid rent, 
and equipment and inventory pur- 
chases. If all or part of these fees or 
deposits are returnable under certain 
conditions, these conditions shall be 
set forth; and if not returnable, such 
fact shall be disclosed. 

(8) A statement describing any re- 
curring funds required to be paid, in 
connection with carrying on the fran- 
chise business, by the franchisee to 
the franchisor or to a person affiliated 
with the franchisor, or which the 
franchisor or such affiliated person 
imposes or collects in whole or in part 


on behalf of a third party, including, | 


but not limited to, royalty, lease, ad- 
vertising, training, 
fees, and equipment or inventory pur- 
chases. 

(9) A statement setting forth the 
name of each person (including the 
franchisor) the franchisee is directly 
or indirectly required or advised to do 
business with by the franchisor, where 
such persons are affiliated with the 
franchisor. 


and sign rental, 
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(10) A statement describing any real 
estate, services, supplies, products, in- 
ventories, signs, fixtures, or equipment 
relating to the establishment. or the 
operation of the franchise business 
which the franchisee is directly or in- 
directly required by the franchisor to 
purchase, lease or rent; and if such 
purchases, leases or rentals must be 
made from specific persons (including 
the franchisor), a list of the names 
and addresses of each such person. 
Such list may be made in a separate 
document delivered to the prospective 
franchisee with the prospectus if the 
existence of such separate document is 
disclosed in the prospectus. 

(11) A description of the basis for 
calculating, and, if such information is 
readily availabie, the actual amount 
of, any revenue or other consideration 
to be received by the franchisor or 
persons affiliated with the franchisor 
from suppliers to the prospective 
franchisee in consideration for goods 
or services which the franchisor re- 
quires or advises the franchisee to 
obtain from such suppliers. 

(12) (i) A statement of all the mate- 
rial terms and conditions of any fi- 
nancing arrangement offered directly 
or indirectly by the franchisor, or any 
person affiliated with the franchisor, 
to the prospective franchisee; and 

ii) A description of the terms by 
which any payment is to be received 
by the franchisor from (A) any person 
offering financing to a _ prospective 
franchisee; and (B) any person arrang- 
ing for financing for a prospective 
franchisee. 

(13) A statement describing the ma- 
terial facts of whether, by the terms 
of the franchise agreement or other 
device or practice, the franchisee is: 

(i) Limited in the goods or services 
he or she may offer for sale; 

(ii) Limited in the customers to 
whom he or she may sell such goods or 
services; 

(iii) Limited in the geographic area 
in which he or she may offer for sale 
or sell goods or services; or 

(iv) Granted territorial protection by 
the franchisor, by which, with respect 
to a territory or area, (A) the franchi- 
sor will not establish another, or more 
than any fixed number of, franchises 
or company-owned outlets, either op- 
erating under, or selling, offering, or 
distributing goods, commodities or 
services, identified by any mark set 
forth under paragraph (a)(1)(iii) of 
this section; or (B) the franchisor or 
its parent will not establish other 
franchises or company-owned outlets 
selling or leasing the same or similar 
products or services under a different 
trade name, trademark, service mark, 
advertising or other commercial 
symbol. 

(14) A statement of the extent to 
which the franchisor requires the 
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franchisee (or, if the franchisee is a 
corporation, any person affiliated with 
the franchisee) to participate person- 
ally in the direct operation of the 
franchise. . 

(15) A statement disclosing, with re- 
spect to the franchise agreement and 
any related agreements: 

(i) The term (i.e., duration of ar- 
rangement), if any, of such agreement, 
and whether such term is or may be 
affected by any agreement (including 
leases or subleases) other than the one 
from which such term arises; 

(ii) The conditions under which the 
franchisee may renew or extend; 

(iii) The conditions under which the 
franchisor may refuse to renew or 
extend; 

(iv) The conditions under which the 
franchisee may terminate; 

(v) The conditions under which the 
franchisor may terminate; 

(vi) The obligations (including lease 
or sublease obligations) of the franchi- 
see after termination of the franchise 
by the franchisor, and the obligations 
of the franchisee (including lease or 
sublease obligations) after termination 
of the franchise by the franchisee and 
after the expiration of the franchise; 

(vii) The franchisee’s interest upon 
termination of the franchise, or upon 
refusal to renew or extend the fran- 
chise, whether by the franchisor or by 
the franchisee; 

(viii) The conditions under which 
the franchisor may repurchase, 
whether by right of first refusal or at 
the option of the franchisor (and if 
the franchisor has the option to repur- 
chase the franchise, whether there 
will be an independent appraisal of 
the franchise, whether the repurchase 
price will be determined by a predeter- 
mined formula and whether there will 
be a recognition of goodwill or other 
intangibles associated therewith in the 
repurchase price to be given the 
franchisee); 

(ix) The conditions under which the 
franchisee may sell or assign all or any 
interest in the ownership of the fran- 
chise, or of the assets of the franchise 
business; 

(x) The conditions under which the 
franchisor may sell or assign, in whole 
or in part, its interest under such 
agreements; 

(xi) The conditions under which the 
franchisee may modify; 

(xii) The conditions under which the 
franchisor may modify; 

(xiii) The rights of the franchisee’s 
heirs or personal representative upon 
the death or incapacity of the franchi- 
see; and 

(xiv) The provisions of any covenant 
not to compete. 

(16) A statement disclosing, with. re- 
spect to the franchisor and as to the 
particular named business being of- 
fered: 
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(i) The total number of franchises 
operating at the end of the preceding 
fiscal year; 

(ii) The total number of company- 
owned outlets operating at the end of 
the preceding fiscal year; 

(iii) The names, addresses, and tele- 
phone numbers of (A) the 10 fran- 
chised outlets of the named franchise 
business nearest the _ prospective 
franchisee’s intended location; or (B) 
all franchisees of the franchisor, or 
(C) all franchisees of the franchisor in 
the State in which the prospective 
franchisee lives or where the proposed 
franchise is to be located, Provided, 
however, That there are more than 10 
such franchisees. If the number of 
franchisees to be disclosed pursuant to 
subparagraph (B) or (C) exceeds 50, 
such listing may be made in a separate 
document delivered to the prospective 
franchisee with the prospectus if the 
existence of such separate document is 
disclosed in the prospectus; 

(iv) The number of franchises volun- 
tarily terminated or not renewed by 
franchisees within, or at the conclu- 
sion of, the term of the franchise 
agreement, during the preceding fiscal 
year; 

(v) The number of franchises reac- 
quired by purchase by the franchisor 
during the term of the franchise 
agreement, and upon the conclusion of 
the term of the franchise agreement, 
during the preceding fiscal year; 

(vi) The number of franchises other- 
wise reacquired by the franchisor 
during the term of the franchise 
agreement, and upon the conclusion of 
the term of the franchise agreement, 
during the preceding fiscal year; 

(vii) The number of franchises for 
which the franchisor refused renewal 
of the franchise agreement or other 
agreements relating to the franchise 
during the preceding fiscal year; and 

(viii) The number of franchises that 
were canceled or terminated by the 
franchisor during the term of the 
franchise agreement, and upon conclu- 
sion of the term of the franchise 
agreement, during the preceding fiscal 
year. 


With respect to the disclosures re- 
quired by paragraphs (a)(16) (v), (vi), 
(vii), and (viii) of this section, the dis- 
closure statement shall also include a 
general categorization of the reasons 
for such reacquisitions, refusals to 
renew or terminations, and _ the 
number falling within each such cate- 
gory, including but not limited to the 
following: failure to comply with qual- 
ity control standards, failure to make 
sufficient sales, and other breaches of 
contract. 

(17) (i) If site selection or approval 
thereof by the franchisor is involved 
in the franchise relationship, a state- 
ment disclosing the range of time that 
has elapsed between signing of fran- 


chise agreements or other agreements 
relating to the franchise and site selec- 
tion, for agreements entered into 
during the preceding fiscal year; and 

(ii) If operating franchise outlets are 
to be provided by the franchisor, a 
statement disclosing the range of time 
that has elapsed between the signing 
of franchise agreements or other 
agreements relating to the franchise 
and the commencement of the 
franchisee’s business, for agreements 
entered into during the preceding 
fiscal year. 


With respect to the disclosures re- 
quired by paragraphs (a)(17) (i) and 
(ii) of this section, a franchisor may at 
its option also provide a distribution 
chart using meaningful classifications 
with respect to such ranges of time. 

(18) If the franchisor offers an ini- 
tial training program or informs the 
prospective franchisee that it intends 
to provide such person with initial 
training, a statement disclosing: 

(i) The type and nature of such 
training; 

(ii) The minimum amount, if any, of 
training that will be provided to a 
franchisee; and 

(iii) The cost, if any, to be borne by 
the franchisee for the training to be 
provided, or for obtaining such train- 
ing. 

(19) If the name of a public figure is 
used in connection with a recommen- 
dation to purchase a franchise, or as a 
part of the name of the franchise op- 
eration, or if the public figure is stated 
to be involved with the management 
of the franchisor, a statement disclos- 
ing: 

(i) The nature and extent of the 
public figure’s involvement and obliga- 
tions to the franchisor, including but 
not limited to the promotional assist- 
ance the public figure will provide to 
the franchisor and to the franchisee; 

ii) The total investment of the 
public figure in the franchise oper- 
ation; and 

(iii) The amount of any fee or fees 
the franchisee will be obligated to pay 
for such involvement or assistance 
provided by the public figure. 

(20) (i) A balance sheet (statement 
of financial position) for the franchi- 
sor for the most recent fiscal year, and 
an income statement (statement of re- 
sults of operations) and statement of 
changes in financial position for the 
franchisor for the most recent 3 fiscal 
years. Such statements are required to 
have been examined in accordance 
with generally accepted auditing 
standards by an independent certified 
or licensed public accountant. Pro- 
vided, however, That where a franchi- 
sor is a subsidiary of another corpora- 
tion which is permitted under general- 
ly accepted accounting principles to 
prepare financial statements on a con- 
solidated or combined statement basis, 
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the above information may be submit- 
ted for the parent if (A) the corre- 
sponding unaudited financial state- 
ments of the franchisor are also pro- 
vided, and (B) the parent absolutely 
and irrevocably has agreed to guaran- 
tee all obligations of the subsidiary; 

(ii) Unaudited statements shall be 
used only to the extent that audited 
statements have not been made, and 
provided that such statements are ac- 
companied by a clear and conspicuous 
disclosure that they are unaudited. 
Statements shall be prepared on an 
audited basis as soon as practicable, 
but, at a minimum, financial state- 
ments for the first full fiscal year fol- 
lowing the date on which the franchi- 
sor must first comply with this part 
shall contain a balance sheet opinion 
prepared by an independent certified 
or licensed public accountant, and fi- 
nancial statements for the following 
fiscal year shall be fully audited. 

(21) All of the foregoing information 
in paragraph (a) (1) through (20) of 
this section shall be contained in a 
single disclosure statement or prospec- 
tus, which shall not contain any mate- 
rials or information other than that 
required by this part or by State law 
not preempted by this part. This does 
not preclude franchisors or franchise 
brokers from giving other nondecep- 
tive information orally, visually, or in 
separate literature so long as such in- 
formation is not contradictory to the 
. information in the disclosure state- 
ment required by paragraph (a) of this 
section. This disclosure statement 
shall carry a cover sheet distinctively 
and conspicuously showing the name 
of the franchisor, the date of issuance 
of the disélosure statement, and the 
following notice imprinted thereon in 
upper and lower case bold-face type of 
not less than 12 point size: 


Information for Prospective Franchisees Required by 
Federal Trade Commission 


* * * * * 


To protect you, we've required your 
franchisor to give you this information. We 
haven’t checked it, and don’t know if it’s 
correct. It should help you make up your 
mind. Study it carefully. While it includes 
some information about your contract, don’t 
rely on it alone to understand your contract. 
Read all of your contract carefully. Buying 
a franchise is a complicated investment. 
Take your time to decide. If possible, show 
your contract and this information to an ad- 
visor, like a lawyer or an accountant. If you 
find anything you think may be wrong or 
anything important that’s been left out, you 
should let us know about it. It may be 
against the law. 

There may also be laws on franchising in 
your state. Ask your state agencies about 
them. 


FEDERAL TRADE COMMISSION, 
Washington, D.C. 


Provided, That the obligation to fur- 
nish such disclosure statement shall 
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be deemed to have been met for both 
the franchisor and the franchise 
broker if either such party furnishes 
the prospective franchisee with such 
disclosure statement. 

(22) All information contained in the 
disclosure statement shall be current 
as of the close of the franchisor’s most 
recent fiscal year. After the close of 
each fiscal year, the franchisor shall 
be given a period not exceeding. 90 
days to prepare a revised disclosure 
statement and, following such 90 days, 
may distribute only the revised pro- 
spectus and no other. The franchisor 
shall, within a reasonable time after 
the close of each quarter of the fiscal 
year, prepare revisions to be attached 
to the disclosure statement to reflect 
any material change in the franchisor 
or relating to the franchise business of 
the franchisor, about which the 
franchisor or franchise broker, or any 
agent, representative, or employee 
thereof, knows or should know. Each 
prospective franchisee shall hve in 
his or her possession, at the ‘“‘time for 
making of disclosures,” the disclosure 
statement and quarterly revision for 
the period most recent to the “time 
for making of disclosures” and availa- 
ble at that time. Information which is 
required to be audited pursuant to 
paragraph (a)(20) of this section is not 
required to be audited for quarterly 
revisions, Provided, however, That the 
unaudited information be accompa- 
nied by a statement in immediate con- 
junction therewith that clearly and 
conspicuously discloses that such in- 
formation has not been audited. 

(23) A table of contents shall be in- 
cluded within the disclosure state- 
ment. 

(24) The disclosure statement shall 
include a comment which either posi- 
tively or negatively responds to each 
disclosure item required to be in the 
disclosure statement, by use of a state- 
ment which fully incorporates the in- 
formation required by the item. Each 
disclosure item therein must be pre- 
ceded by the appropriate heading, as 
set forth in Note 3 of this part. 

(b) To make any oral, written, or 
visual representation to a prospective 
franchisee which states a specific level 
of potential sales, income, gross or net 
profit for that prospective franchisee, 
or which states other facts which sug- 
gest such a specific level, unless: 

(1) At the time such representation 
is made, such representation is rele- 
vant to the geographic market in 
which the franchise is to be located; 

(2) At the time such representation 
is made, a reasonable basis exists for 
such representation and the franchi- 
sor has in its possession material 
which constitutes a reasonable basis 
for such representation, and such ma- 
terial is made available to any prospec- 
tive franchisee and to the Commission 
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or its staff upon reasonable demand. 
Provided, further, That in immediate 
conjunction with such representation, 
the franchisor shall disclose in a clear 
and conspicuous manner that such 
material is available to the prospective 
franchisee; and Provided, however, 
That no provision within paragraph 
(b) of this section shall be construed 
as requiring the disclosure to any pros- 
pective franchisee of the identity of 
any specific franchisee or of informa- 
tion reasonably likely to lead to the 
disclosure of such person’s identity; 
and Provided, further, That no addi- 
tional representation as to a prospec- 
tive franchisee’s potential _ sales, 
income, or profits may be made later 
than the “time for making of disclo- 
sures”; 

(3) Such representation is set forth 
in detail along with the material bases 
and assumptions therefor in a single 
legible written document whose text 
accurately, clearly and concisely dis- 
closes such information, and none 
other than that provided for by this 
part or by State law not preempted by 
this part. Each prospective franchisee 
to whom the representation is made 
shall be furnished with such document 
no later than the ‘“‘time for making of 
disclosures”; Provided, however, That 
if the representation is made at or 
prior to a “personal meeting” and such 
meeting occurs before the ‘‘time for 
making of disclosures’, the document 
shall be furnished to the prospective 
franchisee to whom the representation 
is made at that ‘‘personal meeting”; 

(4) The following statement is clear- 
ly and conspicuously disclosed in the 
document described by paragraph 
(b)(3) of this section in immediate con- 
junction with such representation and 
in not less than twelve point upper 
and lower-case boldface type: 


CAUTION 


These figures are only estimates of what 
we think you may earn. There is no assur- 
ance you'll do as well. If you rely upon our 
figures, you must accept the risk of not 
doing as well. 


(5) The following information is 
clearly and conspicuously disclosed in 
the document described by paragraph 
(b)(3) of this section in immediate con- 
junction with such representation: 

(i) The number and percentage of 
outlets of the named franchise busi- 
ness which are located in the geo- 
graphic markets that form the basis 
for any such representation and which 
are known to the franchisor or fran- 
chise broker to have earned or made 
at least the same sales, income, or 
profits during a period of correspond- 
ing length in the immediate past as 
those potential sales, income, or prof- 
its represented; and 

(ii) The beginning and ending dates 
for the corresponding time period re- 
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ferred to by paragraph (b)(5)(i) of this 
section, Provided, however, That any 
franchisor without prior franchising 
experience as to the named franchise 
business so indicate such lack of expe- 
rience in the document described in 
paragraph (b)(3) of this section. 


Except, That representations of the 
sales, income or profits of existing 
franchise outlets need not comply 
with this paragraph (b). 

(c) To make any oral, written or 
visual representation to a prospective 
franchisee which states a specific level 
of sales, income, gross or net profits of 
existing outlets (whether franchised 
or company-owned) of the named 
franchise business, or which states 
other facts which suggest such a spe- 
cific level, unless: 

(1) At the time such representation 
is made, such representation is rele- 
vant to the geographic market in 
which the franchise is to be located; 

(2) At the time such representation 
is made, a reasonable basis exists for 
such representation and the franchi 
sor has in its possession material 
which constitutes a reasonable basis 
for such representation, and such ma- 
terial is made available to any prospec- 
tive franchisee and to the Commission 
or its staff upon reasonable demand, 
Provided, however, That in immediate 
conjunction with such representation, 
the franchisor discloses in a clear and 
“conspicuous manner that such materi- 
al is available to the prospective 
franchisee; and Provided, further, 
That no provision within paragraph 
(c) of this section shall be construed as 
requiring the disclosure to any pros- 
pective franchisee of the identity of 
any specific franchisee or of informa- 
tion reasonably likely to lead to the 
disclosure of such person’s identity; 
and Provided, further, That no addi- 
tional representation as to the sales, 
income, or gross or net profits of exist- 
ing outlets (whether franchised or 
company-owned) of the named fran- 
chise business may be made later than 
the “time for making of disclosures”; 

(3) Such representation is set forth 
in detail along with the material bases 
and assumptions therefor in a single 
legible written document which accu- 
rately, clearly and concisely discloses 
such information, and none other 
than that provided for by this part or 
by State law not preempted by this 
part. Each prospective franchisee to 
whom the representation is made shall 
be furnished with such document no 
later than the “‘time for making of dis- 
closures”, Provided, however, That if 
the representation is made at or prior 
to a “personal meeting” and such 
meeting occurs before the “time for 
making of disclosures,” the document 
shall be furnished to the prospective 
franchisee to whom the representation 
is made at that “personal meeting”’; 
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(4) The underlying data on which 
the representation is based have been 
prepared in accordance with generally 
accepted accounting principles; 

(5) The following statement is clear- 
ly and conspicuously disclosed in the 
document described by paragraph 
(c)(3) of this section in immediate con- 
junction with such representation, and 
in not less than twelve point upper 
and lower case boldface type: 


CAUTION 


Some outlets have [sold] [earned] this 
amount. There is no assurance you'll do as 
well. If you rely upon our figures, you must 
accept the risk of not doing as well. 


(6) The following information is 
clearly and conspicuously disclosed in 
the document described by paragraph 
(cX(3) of this section in immediate con- 
junction with such representation: 

(i) The number and percentage of 
outlets of the named franchise busi- 
ness which are located in the geo- 
graphic markets that form the basis 
for any such representation and which 
are known to the franchisor or fran- 
chise broker to have earned or made 
at least the same sales, income, or 
profits during a period of correspond- 
ing length in the immediate past as 
those sales, income, or profits repre- 
sented; and 

(ii) The beginning and ending dates 
for the corresponding time period re- 
ferred to by subparagraph (6)(i), Pro- 
vided, however, That any franchisor 
without prior franchising experience 
as to the named franchise business so 
indicate such lack of experience in the 
document described in paragraph 
(c)(3) of this section. 

(d) To fail to provide the following 
information within the document(s) 
required by paragraphs (b)x(3) and 
(cX3) of this section whenever any 
representation is made to a prospec- 
tive franchisee regarding its potential 
sales, income, or profits, or the sales, 
income, gross or net profits of existing 
outlets (whether franchised or compa- 
ny-owned) of the named franchise 
business: 

(1) A cover sheet distinctively and 
conspicuously showing the name of 
the franchisor, the date of issuance of 
the document and the following notice 
imprinted thereon in upper and lower 
case boldface type of not less than 
twelve point size: 


INFORMATION FOR PROSPECTIVE FRANCHISEES 
ABOUT FRANCHISE [SALES] [INCOME] [PROFIT] 
REQUIRED BY THE FEDERAL TRADE COMMISSION. 


To protect you, we've required the 
franchisor to give you this information. We 
haven’t checked it and don’t know if it’s cor- 
rect. Study these facts and figures carefully. 
If possible, show them to someone who can 
advise you, like a lawyer or an accountant. 
Then take your time and think it over. 

If you find anything you think may be 
wrong or anything important that’s been 


left out, let us know about it. It may be 
against the law. 

There may also be laws on franchising in 
your State. Ask your State agencies about 
them. 

FEDERAL TRADE COMMISSION 
Washington, D.C. 


(2) A table of contents. 


Provided, however, That each pros- 
pective franchisee to whom the repre- 
sentation is made shall be notified at 
the “time for making of disclosures” 
of any material change (about which 
the franchisor, franchise broker, or 
any of the agents, representatives, or 
employees thereof, knows or should 
know) in the information contained in 
the document(s) described by para- 
graphs (b)(3) and (c)(3) of this section. 

(e) To make any oral, written, or 
visual representation for general dis- 
semination (not otherwise covered by 
paragraphs (b) or (c) of this section) 
which states a specific level of sales, 
income, gross or net profits, either 
actual or potential, of existing or pros- 
pective outlets (whether franchised or 
company-owned) of the named fran- 
chise business or which states other 
facts which suggest such a specific 
level, unless: 

(1) At the time such representation 
is made, a reasonable basis exists for 
such representation and the franchi- 
sor has in its possession material 
which constitutes a reasonable basis 
for such representation and which is 
made available to the Commission or 
its staff upon reasonable demand; 

(2) The underlying data on which 
each representation of sales, income or 
profit for existing outlets is based 
have been prepared in accordance with 
generally accepted accounting princi- 
ples; 

(3) In immediate conjunction with 
such representation, there shall be 
clearly and conspicuously disclosed 
the number and percentage of outlets 
of the named franchise business which 
the franchisor or the franchise broker 
knows to have earned or made at least 
the same sales, income, or profits 
during a period of corresponding 
length in the immediate past as those 
sales, income, or profits represented, 
and the beginning and ending dates 
for said time period; 

(4) In immediate conjuction with 
each such representation of potential 
sales, income or profits, the following 
statement shall be clearly and con- 
spicuously disclosed: 


CAUTION 
These figures are only estimates; there is 
no assurance you'll do as well. If you rely 
upon our figures, you must accept the risk 
of not doing as well. 


Provided, however, That if such rep- 
resentation is not based on actual ex- 
perience of existing outlets of the 
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named franchise business, that fact 
also should be disclosed; 

(5) No later than the earlier of the 
first “personal meeting” or the “time 
for making of disclosures,’’ each pros- 
pective franchisee shall be given a 
single, legible written document which 
accurately, clearly and concisely sets 
forth the following information and 
materials (and none other than that 
provided for by this part or by State 
law not preempted by this part): 

(i) The representation, set forth in 
detail along with the material bases 
and assumptions therefor; 

(ii) The number and percentage of 
outlets of the named franchise busi- 
ness which the franchisor or the fran- 
chise broker knows to have earned or 
made at least the same sales, income 
or profits during a period of corre- 
sponding length in the immediate past 
as those sales, income, or profits repre- 
sented, and the beginning and ending 
dates for said time period; 

(iii) With respect to each such repre- 
sentation of sales, income, or profits of 
existing outlets, the following state- 
ment shall be clearly and conspicuous- 
ly disclosed in immediate conjunction 
therewith, printed in not less than 12 
point upper and lower case boldface 
type: 

CAUTION 


Some outlets have [sold] [earned] this 
amount. There is no assurance you'll do as 
well. If you rely upon our figures, you must 
accept the risk of not doing as well. 


(iv) With respect to each such repre- 
sentation of potential sales, income, or 
profits, the following statement shail 
be clearly and conspicuously disclosed 
in immediate conjunction therewith, 
printed in not less than 12 point upper 
and lower case boldface type: 


CAUTION 


These figures are only estimates. There is 
no assurance that you'll do as well. If you 
rely upon our figures, you must accept the 
risk of not doing as well. 


(v) If applicable, a statement clearly 
and conspicuously disclosing that the 
franchisor lacks prior franchising ex- 
perience as to the named franchise 
business; 

(vi) If applicable, a statement clearly 
and conspicuously disclosing that the 
franchisor has not been in business 
long enough to have actual business 
data; 

(vii) A cover sheet, distinctively and 
conspicuously showing the name of 
the franchisor, the date of issuance of 
the document, and the following 
notice printed thereon in not less than 
12 point upper and lower case boldface 
type: 


RULES AND REGULATIONS 


INFORMATION FOR PROSPECTIVE FRANCHISEES 
ABOUT FRANCHISE [SALES] [INCOME] [PROFIT] 
REQUIRED BY THE FEDERAL TRADE COMMISSION 
To protect you, we've required the 

franchisor to give you this information. We 

haven’t checked it and don’t know if it’s cor- 
rect. Study these facts and figures carefully. 

If possible, show them to someone who can 

advise you, like a lawyer or an accountant. 

If you find anything you think may be 

wrong or anything important that’s been 

left out, let us know about it. It may be 
against the law. There may also be laws 
about franchising in your State. Ask your 

State agencies about them. 


FEDERAL TRADE COMMISSSION 
Washington, D.C. 


(viii) A table of contents; 

(6) Each prospective franchisee shall 
be notified at the “time for making of 
disclosures”’ of any material changes 
that have occurred in the information 
contained in this document. 

(f) To make any claim or representa- 
tion which is contradictory to the in- 
formation required to be disclosed by 
this part. 

(g) To fail to furnish the prospective 
franchisee with a copy of the franchi- 
sor’s franchise agreement and related 
agreements with the document, and a 
copy of the completed franchise and 
related agreements intended to be ex- 
ecuted by the parties at least 5 busi- 
ness days prior to the date the agree- 
ments are to be executed. 

Provided, however, That the obliga- 
tions defined in paragraphs (b) 
through (g) of this section shall be 
deemed to have been met for both the 
franchisor and the franchise broker if 
either such person furnishes the pros- 
pective franchisee with the written 
disclosures required thereby. 

(h) To fail to return any funds or de- 
posits in accordance with any condi- 
tions disclosed pursuant to paragraph 
(a)(7) of this section. 


§ 436.2 Definitions. 


As used in this part, the following 
definitions shall apply: 

(a) The term ‘‘franchise’’ means any 
continuing commercial relationship 
created by any arrangement or ar- 
rangements whereby: 

(1)G)(A) a person (hereinafter 
‘“franchisee”’) offers, sells, or distrib- 
utes to any person other than a 
“franchisor” (as hereinafter defined), 
goods, commodities, or services which 
are: 

(1) Identified by a trademark, serv- 
ice mark, trade name, advertising or 
other commercial symbol designating 
another person (hereinafter ‘“franchi- 
sor’’); or 

(2) Indirectly or directly required or 
advised to meet the quality standards 
prescribed by another person (herein- 
after ‘“franchisor’’) where the franchi- 
see operates under a name using the 
trademark, service mark, trade name, 
advertising or other commercial 
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symbol designating the franchisor; 
and 

(B)(1) The franchisor exerts or has 
authority to exert a significant degree 
of control over the _  franchisee’s 
method of operation, including but 
not limited to, the franchisee’s busi- 
ness organization, promotional activi- 
ties, management, marketing plan or 
business affairs; or 

(2) The franchisor gives significant 
assistance to the franchisee in the lat- 
ter’s method of operation, including, 
but not limited to, the franchisee’s 
business organization, management, 
marketing plan, promotional activities, 
or business affairs; Provided, however, 
That assistance in the franchisee’s 
promotional activities shall not, in the 
absence of assistance in other areas of 
the franchisee’s method of operation, 
constitute significant assistance; or 

Gii)( A) A person (hereinafter 
“franchisee’’) offers, sells, or distrib- 
utes to any person other than a 
“franchisor” (as hereinafter defined), 
goods, commodities, or services which 
are: 

(1) Supplied by another 
(hereinafter ‘“‘franchisor’’), or 

(2) Supplied by a third person (e.g., a 
supplier) with whom the franchisee is 
directly or indirectly required to do 
business by another person (herein- 
after ‘“‘franchisor’’); or 

(3) Supplied by a third person (e.g., a 
supplier) with whom the franchisee is 
directly or indirectly advised to do 
business by another person (herein- 
after ‘‘franchisor’’) where such third 
person is affiliated with the franchi- 
sor; and 

(B) The franchisor: 

(1) Secures for the franchisee retail 
outlets or accounts for said goods, 
commodities, or services; or 

(2) Secures for the franchisee loca- 
tions or sites for vending machines, 
rack displays, or any other product 
sales display used by the fanchisee in 
the offering, sale, or distribution of 
said goods, commodities, or services; or 

(3) Provides to the franchisee the 
services of a person able to secure the 
retail outlets, accounts, sites or loca- 
tions referred to in paragraph 
(a)(1)Gi)CB) (1) and (2) above; and 

(2) The franchisee is required as a 
condition of obtaining or commencing 
the franchise operation to make a pay- 
ment or a commitment to pay to the 
franchisor, or to a person affiliated 
with the franchisor. 

(3) Exemptions. The provisions of 
this part shall not apply to a fran- 
chise: 

(i) Which is a ‘‘fractional franchise”; 
or 

(ii) Where pursuant to a lease, li- 
cense, or similar agreement, a person 
offers, sells, or distributes goods, com- 
modities, or services on or about prem- 
ises occupied by a retailer-grantor pri- 


person 
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marily for the retailer-grantor’s own 
merchandising activities, which goods, 
commodities, or services are not pur- 
chased from the retailer-grantor or 
persons whom the lessee is directly or 
indirectly (A) required to do business 
with by the retailer-grantor or (B) ad- 
vised to do business with by the retail- 
er-grantor where such person is affili- 
ated with the retailer-grantor; or 

(iii) Where the total of the pay- 
ments referred to in paragraph (a)(2) 
of this section made during a period 
from any time before to within 6 
months after commencing operation 
of the franchisee’s business, is less 
than $500; or 

(iv) Where there is no writing which 
evidences any material term or aspect 
of the relationship or arrangement. 

(4) Exclusions. The term ‘‘franchise”’ 
shall not be deemed to include any 
continuing commercial relationship 
created solely by: 

(i) The relationship between an em- 
ployer and an employee, or among 
general business partners; or 

(ii) Membership in a bona fide ‘‘co- 
operative association”; or 

(iii) An agreement for the use of a 
trademark, service mark, trade name, 
seal, advertising, or other commercial 
symbol designating a person who 
offers on a general basis, for a fee or 
otherwise, a bona fide service for the 
evaluation, testing, or certification of 
goods, commodities, or services; 

(iv) An agreement between a licensor 
and a single licensee to license a trade- 
mark, trade name, service mark, adver- 
tising or other commercial symbol 
where such license is the only one of 
its general nature and type to be 
granted by the licensor with respect to 
that trademark, trade name, service 
mark, advertising, or other commercial 
symbol. 

(5) Any relationship which is repre- 
sented either orally or in writing to be 
a franchise (as defined in this para- 
graph (a) (1) and (2) of this section) is 
subject to the requirements of this 
part. 

(b) The term ‘‘person”’ means any in- 
dividual, group, association, limited or 
general partnership, corporation, or 
any other business entity. 

(c) The term ‘franchisor’ means 
any person who participates in a fran- 
chise relationship as a franchisor, as 
denoted in paragraph (a) of this sec- 
tion. 

(d) The term ‘“franchisee’’ means 
any person (1) who participates in a 
franchise relationship as a franchisee, 
as denoted in paragraph (a) of this 
section, or (2) to whom an interest ina 
franchise is sold. 

(e) The term “prospective franchi- 
see” includes any person, including 
any representative, agent, or employee 
of that person, who approaches or is 
approached by a franchisor or fran- 
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chise broker, or any representative, 
agent, or employee thereof, for the 
purpose of discussing the establish- 
ment, or possible establishment, of a 
franchise relationship involving such a 
person. 

(f) The term “business day’ means 
any day other than Saturday, Sunday, 
or the following national holidays: 
New Year’s Day, Washington’s Birth- 
day, Memorial Day, Independence 
Day, Labor Day, Columbus Day, Vet- 
erans’ Day, Thanksgiving, and Christ- 
mas. 

(g) The term “time for making of 
disclosures” means ten (10) business 
days prior to the earlier of (1) the ex- 
ecution by a prospective franchisee of 
any franchise agreement or any other 
agreement imposing a binding legal 
obligation on such prospective franchi- 
see, about which the franchisor, fran- 
chise broker, or any agent, representa- 
tive, or employee thereof, knows or 
should know, in connection with the 
sale or proposed sale of a franchise, or 
(2) the payment by a _ prospective 
franchisee, about which the franchi- 
sor, franchise broker, or any agent, 
representative, or employee thereof, 
knows or should know, of any consid- 
eration in connection with the sale or 
proposed sale of a franchise. 

(h) The term ‘fractional franchise” 
means any relationship, as denoted by 
paragraph (a) of this section, in which 
the person described therein as a 
franchisee, or any of the current direc- 
tors or executive officers thereof, has 
been in the type of business represent- 
ed by the franchise relationship for 
more than 2 years and the parties an- 
ticipated, or should have anticipated, 
at the time the agreement establishing 
the franchise relationship was 
reached, that the sales arising from 
the relationship would represent no 
more than 20 percent of the sales in 
dollar volume of the franchisee. 

(i) The term “affiliated person” 
means a person (as defined in para- 
graph (b) of this section): 

(1) Which directly or indirectly con- 
trols, is controlled by, or is under 
common control with, a franchisor; or 

(2) Which directly or indirectly 
owns, controls, or holds with power to 
vote, 10 percent or more of the out- 
standing voting securities of a franchi- 
sor; or 

(3) Which has, in common with a 
franchisor, one or more partners, offi- 
cers, directors, trustees, branch man- 
agers, or other persons occupying simi- 
lar status or performing similar func- 
tions. 

(j) The term ‘franchise broker” 
means any person other than a 
franchisor or a franchisee who sells, 
offers for sale, or arranges for the sale 
of a franchise. 

(Kk) The term “sale of a franchise” 
includes a contract or agreement 


whereby a person obtains a franchise 
or interest in a franchise for value by 
purchase, license, or otherwise. This 
term shall not be deemed to include 
the renewal or extension of an exist- 
ing franchise where there is no inter- 
ruption in the operation of the fran- 
chised business by the franchisee, 
unless the new contracts or agree- 
ments contain material changes from 
those in effect between the franchisor 
and franchisee prior thereto. 

() A “cooperative association” is 
either (1) an association of producers 
of agricultural products authorized by 
section 1 of the Capper-Volstead Act, 7 
U.S.C. 2$1; or (2) an organization oper- 
ated on a cooperative basis by and for 
independent retailers which whole- 
sales goods or furnishes services pri- 
marily to its member-retailers. 

(m) The term “fiscal year’? means 
the franchisor’s fiscal year. 

(n) The terms “material,” “‘material 
fact,” and “material change” shall in- 
clude any fact, circumstance, or set of 
conditions which has a _ substantial 
likelihood of influencing a reasonable 
franchisee or a reasonable prospective 
franchisee in the making of a signifi- 
cant decision relating to a named fran- 
chise business or which has any sig- 
nificant financial impact on a franchi- 
see or prospective franchisee. 

(o) The term “personal meeting” 
means a face-to-face meeting between 
a franchisor or franchise broker (or 
any agent, representative, or employee 
thereof) and a prospective franchisee 
which is held for the purpose of dis- 
cussing the sale or possible sale of a 
franchise. 


§ 436.3 Severability. 


If any provision of this part or its 
application to any person, act, or prac- 
tice is held invalid, the remainder of 
the part or the application of its provi- 
sions to any person, act, or practice 
shall not be affected thereby. 


Note 1.—The Commission expresses no 
opinion as to the legality of any practice 
mentioned in this part. A provision for dis- 
closure should not be construed as condona- 
tion or approval with respect to the matter 
required to be disclosed, nor as an indication 
of the Commission’s intention not to en- 
force any applicable statute. 

Note 2.—By taking action in this area, the 
Federal] Trade Commission does not intend 
to annul, aiter, or affect, or exempt any 
person subject to the provisions of this part 
from complying with the laws or regulations 
of any State, municipality, or other local 
government with respect to franchising 
practices, except to the extent that those 
laws or regulations are inconsistent with 
any provision of this part, and then only to 
the extent of the inconsistency. For the 
purposes of this part, a law or regulation of 
any State, municipality, or other local gov- 
ernment is not inconsistent with this part if 
the protection such law or regulation af- 
fords any prospective franchisee is equal to 
or greater than that provided by this part. 
Examples of provisions which provide pro- 
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tection equal to or greater than that pro- 
vided by this part include laws or regula- 
tions which require more complete record 
keeping by the franchisor or the disclosure 
of more complete information to the 
franchisee. 

Note 3.—{As per §436.1(a)(24) of this 
part}: 


DISCLOSURE STATEMENT 


Pursuant to 16 CFR 436.1 et seq., a Trade 
Regulation Rule of the Federal Trade Com- 
mission regarding Disclosure Requirements 
and Prohibitions Concerning Franchising 
and Business Opportunity Ventures, the fol- 
lowing information is set forth on {name of 
franchisor] for your examination: 

1. Identifying information as to franchi- 
sor. 

2. Business experience of franchisor’s di- 
rectors and executive officers. 

3. Business experience of the franchisor. 

4. Litigation history. 

5. Bankruptcy history. 

6. Description of franchise. 

7. Initial funds required to be paid by a 
franchisee. 

8. Recurring funds required to be paid by 
a franchisee. 

9. Affiliated persons the franchisee is re- 
quired or advised to do business with by the 
franchisor. 

10. Obligations to purchase. 

11. Revenues received by the franchisor in 
consideration of purchases by a franchisee. 

12. Financing arrangements. 

13. Restriction of sales. 

14. Personal participation required of the 
franchisee in the operation of the franchise. 

15. Termination, cancellation, and renewal 
of the franchise. > 

16. Statistical information concerning the 
number of franchises (and company-owned 
outlets). 

17. Site selection. 

18. Training programs. 

19. Public figure involvement in the fran- 
chise. 

20. Financial information concerning the 
franchisor. 


Effective: July 21, 1979. 


Promulgated December 21, 1978, by 
the Federal Trade Commission. 


CAROL THOMAS, 
Secretary. 


STATEMENT OF BASIS AND PURPOSE RE- 
LATING TO DISCLOSURE REQUIREMENTS 
AND PROHIBITIONS CONCERNING FRAN- 
CHISING AND BUSINESS OPPORTUNITY 
VENTURES 


Chapter I. History of the proceed- 
ing. 

Chapter II. Background of franchis- 
ing. 

Chapter III. Unfair or deceptive acts 
or practices involved in the sale and 
offering of franchises and business op- 
portunity ventures. 

A. The setting in which franchises 
are offered and sold. 

B. Unfair and deceptive acts or prac- 
tices. 

1. Misrepresentation of the nature 
and value of the franchise. 
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a. Use of deceptive representations 
concerning material facts about the 
franchise offering. 

(1) Supplies, equipment, or services 
offered as part of the franchise pack- 
age. 

(2) Value and profitability 
franchise. 

(3) Franchisor’s background, finan- 
cial condition, current status, relation- 
ships with affiliates and public figures. 

(4) Territorial protection. 

b. Misrepresentation of the nature 
and value of the franchise as a viola- 
tion of section 5 of the Federal Trade 
Commission Act. 

2. Unsubstantiated 
claims of profitability. 

a. Potential sales, income or profit of 
the franchise business. 

b. Unsubstantiated and atypical 
claims of profitability as a violation of 
section 5 of the Federal Trade Com- 
mission Act. 

3. Failure to refund. 

a. Failure of franchisors to honor 
refund provisions. 

b. Failure to refund as a violation of 


of the 


and atypical 


section 5 of the Federal Trade Com- 


mission Act. 

4. Failure to disclose material facts. ' 

a. Failure of franchisors to disclose 
material facts about the franchise of- 
fering. 

(1) Initial or recurring fees. 

(2) The franchisor’s background and 
financial condition, and current status. 

(3) Contractual restrictions and ter- 
mination provisions. 

b. Failure to disclose material facts 
as an unfair act or practice violative of 
section 5 of the Federal Trade Com- 
mission Act. 

(1) Unfairness. 

(2) Failure to disclose material facts 
as an unfair act or practice. 

c. Failure to disclose material facts 
as a deceptive act or practice violative 
of section 5 of the Federal Trade Com- 
mission Act. 

d. Failure of franchisors to disclose 
material facts as an unfair or decep- 
tive act or practice in violation of sec- 
tion 5 of the Federal Trade Commiis- 
sion Act. 

(1) Unfair act or practice. 

(2) Deceptive acts or practices. 

C. Remedies. 

1. Authority of the Commission to 
promulgate trade regulation rules. 

2. Disclosure requirements. 

3. Prohibitions. 

D. Conclusions. 

Chapter IV. Analysis of provisions. 

A. Introductory jurisdictional para- 
graph. 

B. Disclosure requirements. 

1. Identifying information as to 
franchisor—§ 436.1(a)(1). 

2. Business experience of franchi- 
sor’s directors and executive officers— 
§ 436.1(a)(2). 
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3. Business experience of 
franchisor—§436.1(a)(3). 

4. Litigation history—§ 436.1(a)(4). 

5. Bankruptcy history—§ 436.1(a)(5). 
6. Description of franchise—§ 436.1 
(a)(6). . 

7. Initial funds—§ 436.1(a)(7). 

8. Recurring funds—§ 436.1(a)(8). 

9. Affiliated persons the franchisee 
is required or advised to do business 
with—S§ 436.1(a)(9). 

10. Obligations to 
§ 436.1(a)(10). 

11. Rebates—§ 436.1(a)(11). 

#2. Financing arrangements— 
§ 436.1(a)(12). 

$3. Limitations on 
§ 436.1(a)(13). 

14. Personal 
(a)(14). 

15. Termination—§ 436.1(a)(15). 

16. Number of franchises and 
number of terminations—S 436.1 
(ay(16). 

17. Site selection—§ 436.1(a)(17). 

18. Training programs—S 436.1 
(a)(18). . 

19. Public figures—§ 436.1(a)(19). 

20. Financial information concerning 
franchisor—§ 436.1(a)(20). 

21. Form of disclosure—§ 436.1 
(a)(21). 

22. Material changes, and fiscal year 
basis for disclosure—§ 436.1(a)(22). 

23. Miscellaneous housekeeping pro- 
visions—§§ 436.1(a)(23) and 436.1 
(a)(24), Note 3 to rule. 

C. Representations concerning fran- 
chise sales, profits, or earnings—Sec- 
tions 436.1 (b), (c), (d), and (e). 

1. Types of representations. 

a. Forecasts and projections. 

b. Historical data of existing outlets. 

c. Representations made in the 
media. 

2. Criteria for representations. 

a. Geographic relevance, reasonable 
basis and_ substantiation—Sections 
436.1 (b)(1)-(2), (c)(1)-(2), (e)(1). 

(1) Reasonable basis. 

(i) Historical data. 

(ii) Forecasts. 

(iii) Representations in the media. 

(2) Substantiation. 

(3) Geographic relevance. 

b. Accounting principles. 

c. Disclosure of bases and assump- 
tions: Format and timing. 

(1) Materiality. 

(2) Mandatory disclosures and dis- 
claimers. 

(i) Number and percentage of outlets 
achieving represented result. 

(ii) No prior franchising experience. 

(3) Mandatory disclaimers. 

(4) Format of the required disclo- 
sures. 

(5) Timing of disclosure and material 
changes. 

D. Consistency—§ 436.1(f). 

E. Copy of franchise agreements— 
§ 436.1(¢g). 

F. Refunds—§ 436.1(h). 


the 


purchase— 


sales— 


participation—§ 436.1 
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Chapter V. Definitions—§ 436.2. 

A. Scope of the Rule: Definition of 
“franchise”—§ 436.2(a). 

1. The nature of franchising. 

a. Types of franchise arrangements. 

(1) Package franchises. 

(2) Product franchises. 

(3) Business opportunity ventures. 

b. General characteristics of the 
franchise relationship. 

2. The term “franchise” defined. 

a. “Continuing commercial relation- 
ship’”—§ 436.2(a). 

b. Product and package franchises— 
§ 436.2(a)(1)¢i). 

(1) Distribution—§ 436.2(a)(1)(i)(A). 

(2) Significant control or assist- 
ance—§ 436.2(a)(1)(i)(B). 

(3) Required payment—§ 436.2(a)(2). 

c. Business opportunity franchises— 
§ 436.2(a)(1)(ii). 

d. Exemptions—§ 436.2(a)(3). 

(1) Fractional franchises—§§ 436.2 
(a)(3)(i) and 436.2(h). 

(2) Leased department—§ 436.2 
(a)(3)Gi). 

(3) Minimum 
(a)(3)iii). 

(4) Oral 
(a)(3)Civ). 

e. Exclusions—§ 436.2(a)(4). 

(1) Employer-employee relationships 
and partnerships—§ 436.2(a)(4)(i). 

(2) Cooperatives—§§ 436.2(a)(4)(ii) 
and 436.2(1). 

(3) Certification or testing services— 
§ 436.2(a)(4)(iii). 

(4) Single licenses—§ 436.2(a)(4)(iv). 

B. Definition of ‘‘person’’—§ 436.2(b). 

C. Definition of ‘“franchisor’— 
§ 436.2(c). 

D. Definition of 
§ 436.2(d). 

E. Definition of 
franchisee’’—§ 436.2(e). 

F. Definition of ‘business day”’— 
§ 436.2(f). 

G. Definitions of ‘time for making 
of disclosures’ and “personal meet- 
ing’’—§§ 436.2(¢) and 436.2(0). 

H. Definition of “Affiliated 
person’’—§ 436.2(i). 

I. Definition of ‘franchise broker’— 
§ 436.2()). 

J. Definition of ‘‘sale of franchise’’— 
§ 436.2¢(k). 

K. Definition of 
§ 436.2(n). 

L. Antitrust implications—Note 1. 

M. Preemption—Note 2. 

1. In general. 

a. Total preemption of State and 
Local Laws. 

b. Preemption of State laws or local 
regulations which conflict with the 
Commission’s Rule. 

c. Preemption of conflicting State or 
local laws only when such laws do not 
provide as much protection to the 
franchisee. 

2. Uniform Franchise Offering Cir- 
cular. 

Chapter VI. Severability, § 436.3. 


investment—§ 436.2 


agreements—§ 436.2 


“franchisee” — 


“prospective 


“materiality” — 
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Chapter VII. Implied right of pri- 
vate action. 

Chapter VIII. Effective date of the 
rule. 


CHAPTER I.—HISTORY OF THE 
PROCEEDING 


On November 11, 1971, the Commis- 
sion announced the initiation of a pro- 
ceeding for the promulgation of a 
trade regulation rule relating to disclo- 
sure requirements and prohibitions 
concerning franchising.' On that date, 
the Commission also published a pro- 
posed rule and invited all interested 
persons to file written data, views, or 
arguments concerning the proposed 
rule, or to present such information 
orally at public hearings to be held in 
Washington, D.C.? 

Public hearings were held in Wash- 
ington, D.C., from February 14, 1972, 
through March 1, 1972,° with Mr. Wil- 
liam D. Dixon, Assistant Director, Di- 
vision of Rules and Guides, Bureau of 
Consumer Protection, presiding. Every 
person who expressed a desire to pre- 
sent his or her views orally at these 
hearings was afforded the opportunity 
of doing so.‘ Written statements and 
comments concerning the proposed 
rule were received for a period of 90 
days from November 11, 1971 until 
February 7, 1972.5 

After thorough consideration of the 
record pertaining to the proposed rule, 
the Commission published a revised 
proposed rule on August 22, 1974, and 
invited written comments on the pro- 
posal. The public record of this re- 
vised proposed rulemaking proceeding 
was closed on November 20, 1974.7 

The record of the proposed rule and 
the revised proposed rule is composed 
of in excess of 30,000 pages. It includes 


136 FR 21607 (Nov. 11, 1971), appended 
hereto as Appendix B. All future references 
will be to Appendix B. 

? Appendix B. 

’Public hearings on the proposed rule 
were originally scheduled to be held in 


Washington, D.C. from Feb. 14, 1972, 
through Feb. 16, 1972. See Appendix B. The 
Commission extended the dates of these 
hearings, however, until Mar. 1, 1972, due to 
the interest generated by the proceeding. 

*Nearly one hundred witnesses testified at 
these hearings, which produced 1,757 pages 
of transcript, exclusive of exhibits. 

5Feb. 7, 1972 had been the date which the 
Commission had set for the closing of the 
record for the receipt of comments in its 
notice of proposed rulemaking. See Appen- 
dix B. 

*Revised proposed rule, 39 FR 30360 (Aug. 
22, 1974), appended hereto as Appendix C, 
and hereinafter cited as Appendix C. The 
FEDERAL REGISTER numbering differs some- 
what from that found in Appendix C. The 
numbering used herein conforms to that 
found in Appendix C. 

7The notice of proposed rulemaking for 
the revised proposed rule stated that Nov. 
20, 1974 was to be the closing date for sub- 
mission of such data, views, or arguments. 
See Appendix C. 


1,757 pages of transcript from the 
hearings held in Washington, D.C.,* 
over 5,400 pages of consumer letters 
complaining of franchising practices,° 
approximately 4,938 pages of substan- 
tive record contributed by industry 
members,'® 4,916 pages of comments 
received from other government agen- 
cies and academics, as well as material 
(including congressional hearings) in- 
serted by Commission staff,'! and ma- 
terial obtained by Commission com- 
pulsory process. !? 

Upon careful analysis and review of 
the entire record described above, the 
Commission has made modifications to 
the revised proposed rule published on 
August 22, 1974. These modifications 
do not raise issues of law or fact which 
were not fully addressed in the Com- 
mission’s notices of proposed rule- 
making™ or fully aired in discussion in 
the record. Therefore, consistent with 
the requirements of 5 U.S.C. § 553 of 
the Administrative Procedure Act, the 
Commission with good cause is pro- 
mulgating this Rule without further 
invitation for comment on the afore- 
mentioned modifications. '* 


’This portion of the record is hereinafter 
referred to as “Tr.” 

°R. IV, 1-2710; R. VI, 1-2716. In general, 
the public record from the first publication 
is composed of four sections—background 
material and papers (R. I.); submissions 
from the academic field, governmental offi- 
cials, and miscellaneous sources (R. II); com- 
ment and material from franchisors (R. ITI); 
and comment and material from franchisees 
and attorneys representing franchisees (R. 
IV). Public comment from the second publi- 
cation is composed of two sections—specific 
comments from all sources (R. V); and con- 
sumer complaint material (R. VI). Refer- 
ences to written materials are preceded by 
the prefix “R,” followed by the volume 
number expressed in roman numerals and 
the page number in arabic numerals (e.g., R. 
IV, 290). 

~R. III, 1-1909;.in part between R. V, 1- 
3029. 

"R. II, 1-4916; in addition, some of the 
comments in R. V, 1-3029 are from this 
source. 

?2R. I, 1-12,399. This material represents 
answers filed by selected franchisors to 
Commission requests for the filing of special 
reports obtained pursuant to § 6(b) of the 
Federal Trade Commission Act, 15 U.S.C. 
§ 46(b). 

3 As per the section of the Administrative 
Procedure Act which governs the present 
Commission rulemaking proceeding, [5 
U.S.C. § 553(b)] the Commission included in 
its notices of proposed rulemaking and in 
the present notice (1) A statement of the 
time, place, and nature of public rulemaking 
proceedings; (2) reference to the legal au- 
thority under which the rule was proposed; 
and (3) either the terms or substance of the 
proposed rule or a description of the sub- 
jects and issues involved. See Appendix B 
and Appendix C. 

Inasmuch as the Commission has set out 
in its notices of proposed rulemaking 
“Cejither the terms or substance of the pro- 
posed rule or a description of the subjects 
and issues involved,” it has met the require- 

Footnotes continued on next page 
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CHAPTER II.—BACKGROUND OF 
FRANCHISING 


At the outset it should be noted that 
“there seems to be a lack of complete 
agreement” on precisely what ele- 
ments constitute franchising.’ This 
lack of agreement was. evident 
throughout two separate Senate hear- 
ings relating to franchising in which 
the varicus definitions and descrip- 
tions given were more representative 
of the particular industry under dis- 
cussion than of franchising itself ? and 
it is also evident from an examination 
of the record in this proceeding. 

It seems clear, however, that fran- 
chising is not an industry, a product or 
a service, but is instead a method of 
doing business or a method of distribu- 
tion. Typically, a company (the 
franchisor) owns a trademark which it 
licenses others to use upon condition 
that the user (the franchisee) conform 
its business operations to the franchi- 
sor’s standards, insofar as it is associ- 
ated with the trademark. The franchi- 
sor is usually distributing or market- 
ing a product, service, or a method of 
selling a product or service through a 
limited number of distributors 
(franchisees), whose methods of oper- 
ation may be subject to the control 
and supervision of the franchisor. A 
franchisor may also provide extensive 
assistance to its franchisees in terms 
of their organization, promotional ac- 


Footnotes continued from last page 

ments of the Administrative Procedure Act, 
5 U.S.C. §553, and need not invite further 
comment on the rule. “Title 5 U.S.C. 
§ 553(b)(3) * * * does not require an agency 
to publish every precise proposal which it 
may ultimately adopt as a rule.” California 
Citizens Band Assoc. v. United States, 375 
F.2d 43, 48 (9th Cir.), cert. denied, 389 U.S. 
844 (1967). Other Federal. decisions which 
support the Commission’s action in this 
regard include: Mt. Mansfield Television, 
Ine. v. F.C.C., 442 F.2d 470 (2d Cir. 1971); 
WBEN, Inc., v. U.S., 396 F.2d 601 (2d Cir. 
1968); Buckeye Cablevision, Inc. v. F.C.C., 
387 F.2d 220 (D.C. Cir. 1967); Pacific Coast 
European Conf. v. U.S., 350 F.2d 197 (9th 
Cir.), cert. denied, 382 U.S. 958 (1965); 
Owensboro on the Air, Inc. v. U.S., 262 F.2d 
702 (D.C. Cir. 1958); Logansport Broadcast- 
ing Corp. v. U.S., 210 F.2d 24 (D.C. Cir. 
1954); Willapoint Oysters, Inc. v. Ewing, 174 
F.2d 676 (9th Cir. 1949), cert. denied, 338 
U.S. 860, reh. denied, 339 U.S. 945 (1950); 
and cf., Chip Steak Co., Inc. v. Hardin, 332 
F. Supp. 1084 (N.D. Cal. 1971), aff'd, 467 
F.2d 481 (9th Cir. 1972), cert. denied, 411 
U.S. 916 (1973). 

'See C. Rosenfield, The Law of Franchis- 
ing (1970). 

?See generally Hearings on S. 2507 and S. 
2321 before the Subcommittee on Antitrust 
and Monopoly of the Senate Committee on 
the Judiciary, 90th Cong., lst sess. (1967) 
{hereinafter cited as Hart Hearings]; and 
Hearings on The Impact of Franchising on 
Small Business Before the Subcommittee on 
Urban and Rural Economic Development of 
the Senate Select Committee on Small Busi- 
ness, 91st Cong., 2d sess. (1970) [hereinafter 
cited as Williams Hearings], R. II, 20-908. 
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tivities, management, marketing plan, 
methods of operation, or other busi- 
ness affairs.* 

Although the growth of franchising 
was slowed by the decline in the stock 
market, tight money, and bad public- 
ity of the late 1960’s and early 1970's, 
franchising is expected to continue to 
grow.‘ 

The popularity of franchising is, to a 
large extent, the result of the nature 
of franchising, a bringing together of 
persons who desire to be their own 
bosses with those who have an accept- 
ed product or a proven operating pro- 
cedure and who have a need for ex- 
pansion of capital and new manage- 
ment talent. Thus, franchising allows 
a firm to expand more rapidly than 
could be expected through internal 
growth, since it is designed to allow in- 
dividuals to have more autonomy than 
mere employees while working at the 
same time with a profit incentive. 

In the United States, the franchise 
method of marketing was already well 
established prior to World War II in 
the oil, automobile, and soft drink in- 
dustries.* What is new in franchising is 
its explosive growth during the recent 
past. In 1950 there were probably less 
than 100 franchisors and less than 
100,000 franchised outlets. By 1965 
there were about 1,200 franchise net- 
works and about 350,000 franchised 
outlets. The United States Depart- 
ment of Commerce reports that, 
“Franchising sales of goods and serv- 
ices in more than 463,000 outlets are 
expected to exceed $238 billion in 
1977.” 7 That Department estimated 
that this will be an increase of 12 per- 
cent over 1976 and more than double 
the level of sales at the start of the 
1970’s.® 

Although existing data are not en- 
tirely precise, they do indicate a rapid 
rate of growth both in the number of 
franchising companies and in the 
number of franchisees. Thus, it has 
been said that some 90 percent of all 
franchisors in existence today began 
their operations after 1954.9 The rapid 
growth of franchising over the past 
decade, however, has been accompa- 
nied by a corresponding growth in 
complaints and expressed dissatisfac- 
tions on the part of franchisees. '° 


3For a more detailed discussion of the 
definition of “franchising,” see the discus- 
sion of § 436.2(a) infra. 

4U.S. Department of Commerce, ‘“Fran- 
chising in the Economy, 1975-1977" (U.S. 
Government Printing Office) Washington, 
D.C. 1976, at 4-5. 

5 Rosenfield, supra note 1, at 1-6. 

®*The National Observer, Nov. 22, 1965, at 
8. 

7U.S. Department of Commerce, ‘Fran- 
chising in the Economy 1975-77” (U.S. Gov- 
ernment Printing Office) Washington, D.C., 
1976, at 1. 

Sid. 

°“Franchising,’’ 9 Small Business Report 3 
(1970). 

See the discussion in chapter III, infra. 
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Franchisors derive much of their 
basic income from a combination of 
various fees, royalties, rentals, and 
markups on the sale of equipment and 
supplies. Many franchisors charge an 
initial fee for the right to use the 
franchisor’s name, trademark, good- 
will, and method of operation. The 
franchise fee can and does range from 
a few hundred dollars for a mobile 
cleaning franchise, to $50,000-$100,000 
for a fast-food franchise, and to more 
than $200,000 for a hotel franchise 
outlet. In addition many franchisors 
charge a royalty fee, often about 7 
percent of sales, although this amount 
can range from 1 percent to as high as 
10 percent of sales.'! The initial fran- 
chise fees and the royalty rates pro- 
vided a major portion of the income of 
approximately 200 franchise compa- 
nies surveyed by the National Indus- 
trial Conference Board (‘‘NICB”).” 
Many franchisors have additional 
sources of income, including payments 
made by their franchisees for rent, 
equipment, and supplies. 

Since many individuals seeking op- 
portunities as franchisees are not fa- 
miliar with franchising operations, it 
has become common practice for 
franchisors to use a complete range of 
promotional and selling techniques to 
reach such persons. Newspapers, mag- 
azines, and direct mailings are used to 
attract the attention of prospective 
franchisees. In both advertising and 
promotional literature, franchisors 
often stress that a prospective franchi- 
see needs no prior business experi- 
ence.'® Those answering such adver- 
tisements are often sent a ‘franchise 
kit” containing material which empha- 
sizes the advantages of the particular 
franchise. This promotional material 
may be followed by a call from a sales- 
person, who makes a presentation and 
attempts to convince the “prospective 
franchisee” to sign a contract. An- 
other approach to franchise -recruit- 
ment is the business opportunity trade 
show. These shows have been regular- 
ly held in many cities. 

In addition to advertising and fran- 
chise shows, some franchisors employ 
franchise brokers to recruit new 
franchisees into the system. Some bro- 
kers represent several franchisors and 
will often promote them as a group in 


‘See R. I containing the results of the 
Commission’s §6(b) survey of franchising 
obtained pursuant to 15 U.S.C. §46b. One 
fast-food franchisor charges a royalty of 18 
percent of sales, but has no franchise fee. 
See also ‘Franchising: The Crucial 70’s,” 69 
Fast Food 139 (March 1970). 

“E. Patrick McGuire, Franchised Distri- 
bution 20 (The Conference Board 1971). 
{Hereinafter cited as ‘““NICB Report”), R. II, 
1416. 

%The previous occupations of new 
franchisees include nurse’s aides, doctors, 
farmers, and hairdressers. ‘New Franchi- 
sees,’”’ Modern Franchising, December/Jan- 
uary 1971, at 45-49. 
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order to attract a range of potential 
franchisees. For potential franchisees, 
the broker provides the advantage of a 
single source of information for alter- 
native franchise opportunities. For the 
franchisor, the broker represents an 
additional sales force. Franchise bro- 
kers are usually paid by the franchisor 
on a commission basis. 

According to the NICB Report, 
newspaper advertising is the most 
commonly used vehicle for attracting 
potential franchisees, especially for 
the newer franchisors.'* The Wall 
Street Journal is widely regarded as 
the most influential newspaper for 
franchise advertisements. The New 
York Times is also used extensively by 
many franchisors. In addition to these 
general circulation publications, trade 
journals are other important vehicles 
for franchise advertisements. 

In recent years a variety of attempts 
have been made on the part of private 
and govermental institutions to 
remedy the various problems associat- 
ed with franchising. These efforts, 
however, have only been partially suc- 
cessful in effectively controlling the 
situation. 

Certain magazines and newspapers 
that carry the bulk of franchise adver- 
tising have stated that they attempted 
to investigate both the franchisors 
who wish to advertise and the content 
of their advertisements.'* It is highly 
doubtful, however, whether most 
newspapers and magazines have the 
staff and resources to conduct a thor- 
ough inquiry into the truth of the 
franchising advertising submitted for 
publication, or, for that matter, to 
insist on particular disclosures. 

The International Franchise Associ- 
ation (‘IFA’), whose membership in- 
cludes approximately 350 companies 
(some of which are multiple franchi- 
sors), adopted a Code of Ethics in 
1960.17 

The Code calls for each IFA member 
to provide certain information to its 
prospective franchisees. This informa- 
tion includes the investment required, 
the amount of work involved, the nec- 
essary qualifications, the number of 
operating units, “realistic or average 
yearly net profit projections’ using 
known figures, and the extent of the 
exclusive territory granted when a 
franchisor provides two or more simi- 
lar franchised operations. The effec- 
tiveness of such self-regulation, how- 
ever, is open to question since the IFA 


™ NICB Report, supra. 

See Chapter III, infra, for a discussion 
of certain of those problems. 

*Statement of Julius H. Schmitt, Classi- 
fied Advertising Manager, The New York 
Times, Williams Hearings, supra, at 507; see 


also “Business Opportunities Advertise- 
ments Forms” which advertisers must com- 
plete, at 509-10, and Standards of Advertis- 
ing Acceptability, at 511-21. 

" Williams Hearings, supra, at 175. 
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represents only slightly over 300 
member franchisors. The majority of 
franchisors, including some large com- 
panies, are not members, and the only 
penalty the IFA imposes for violation 
of its rules is termination of member- 
ship. : 

Various Government agencies have 
been involved with the problem of 
franchising. The Postal Service, the 
Securities and Exchange Commission, 
the Smali Business Administration, 
and the Federal Trade *Commission 
have been the primary Federal agen- 
cies concerned with franchising as a 
consumer protection activity. At the 
State level, various administrative ac- 
tions have been initiated and some 
corrective orders entered. One very 
significant development occurred in 
1970 with the enactment of a Califor- 
nia statute regulating franchisor so- 
licitation of new franchisees.'* Since 
that time other State legislatures have 
enacted or are considering the enact- 
ment of similar or other forms of fran- 
chise regulation legislation.’® Also, 
since that time, those States with dis- 
closure statutes have developed a Uni- 
form Franchise Offering Circular.” 

The Federal Trade Commission in 
recent years has received numerous 
complaints concerning deception and 
other abuses in franchising. Many 
matters have been investigated and 
several formal proceedings have been 
initiated. Some of these cases have 
been settled by consent order *' and 
others have been litigated.” 


%’See, California Franchise Investment 
Law, Cal. Corp. Code, Sec. 31000. 

19 As of October 1978, the following States 
had also adopted franchise disclosure laws 
or regulations: Florida, Hawaii, Illinois, In- 
diana, Maryland, Michigan, Minnesota, 
Oregon, North Dakota, Rhode Island, South 
Dakota, Washington, Wisconsin and Virgin- 
ia. In addition, three States—Kentucky, 


New Hampshire and North Carolina—have 


enacted disclosure and registration statutes 
for certain types of ‘‘business opportunity” 
franchises. 

Final Draft’ adopted Aug. 24, 1974. 
This draft was subsequently amended and 
the later version was adopted in July 1975, 
and effective Sept. 2, 1975. A copy of the 
latter draft is appended hereto as Appendix 
A 


"1See, e.g., Firestone Photographs, Inc., 91 
F.T.C. 729 (1978); Federated Sanitary Corp., 
85 F.T.C. 130 (1975); Phillips Petroleum Co., 
84 F.T.C. 1666 (1974); Eastern Investors Co., 
84 F.T.C. 446 (1974); Consolidated Chemical 
Co., 84 F.T.C. 379 (1974); Cromwell Oil Co., 
81 F.T.C. 819 (1972); International Sales 
Co., 77 F.T.C. 159 (1971); Bestline Products 
Co., 79 F.T.C. 107 (1971); Barton’s Candy 
Corp., 79 F.T.C. 101 (1971); Century Brick 
Corp., 77 F.T.C. 125 (1970); Meal or Snack 
System, Inc., 75 F.T.C. 497 (1969); Youngs- 
town Spectrum Corp., 75 F.T.C. 457 (1969); 
and Mercury Electronics, Inc., 74 F.T.C. 548 
(1968). 

See e.g., Chock Full O’ Nuts Corp., 83 
F.T.C. 575 (1973); Universal Credit Accept- 
ance Corp., 82 F.T.C. 570 (1973, rev’d in 
part, 503 F.2d 321 (9th Cir. 1974)); Universal 


The Securities and Exchange Com- 
mission has taken the position that in 
most instances a franchise is nct a se- 
curity for the purpose of the Federal 
securities laws.” In defining a security, 
the portion of the Federal securities 
statutes which may appear to apply to 
franchising is that concerning ‘‘invest- 
ment contracts.” ** However, the Su- 
preme Court has construed an ‘‘invest- 
ment contract’ as encompassing only 
transactions “whereby a person in- 
vests his money in a common enter- 
prise and is led to expect profits solely 
from the efforts of the promoter or a 
third party.” Most franchising situa- 
tions do not fall within this definition 
since typically a franchisee actively 
manages the business and understands 
that success is dependent in large part 
on his or her own efforts. Thus, the 
SEC does not supervise the disclosure 
made by franchisors to prospective 
franchisees, even though it regulates 
disclosures made by franchisors with 
respect to the investing public. The 
States have administered their State 
securities laws in a manner similar to 
the SEC. 


CHAPTER III.—UNFAIR OR DECEPTIVE 
ACTS OR PRACTICES INVOLVED IN THE 
SALE AND OFFERING OF F'RANCHISES 
AND BUSINESS OPPORTUNITY VEN- 
TURES 


A. THE SETTING IN WHICH FRANCHISES 
ARE OFFERED AND SOLD 


An examination of the public record 
reveals a multitude of complaints re- 
garding the conduct of franchisors 
within the franchise relationship.' For 


Electronics Corp., 78 F.T.C. 265 (1971); and 
Windsor Dist. Co., 77 F.T.C. 204 (1970), 
aff'd, 437 F.2d 443 (3d Cir. 1971). 

23Statement of Philip A. Loomis, Jr., Gen- 
eral Counsel, Securities and Exchange Com- 
mission, Williams Hearings, supra at 707 
and statement of Neal S. McCoy, Chief 
Counsel, Division of Corporation Finance, 
Securities and Exchange Commission before 
the House Select Committee on Small Busi- 
ness, June 27, 1973. Contra, Goodwin, 
“Franchising in the Economy: The Fran- 
chise Agreement as a Security Under Securi- 
ties Acts, Including 10b-5 Considerations” 
24 Bus. Law. 1311, 1319 (1969), arguing that 
the real functions of franchisees ‘‘comprise 
mostly ministerial rather than discretionary 
activities” and that a franchise should be 
held to be a security. 

Loomis, Williams Hearings, supra, at 
707. 

*% SEC v. W. J. Howey, Co., 328 U.S. 283, 
299 (1946) (emphasis added). 


‘Such complaints were received from a 
wide variety of sources, including franchi- 
sees and attorneys active in franchise litiga- 
tion, Federal, State, and local regulatory of- 
ficials and academics. See, e.g., Brye J. Ra- 
debaugh, R. VI, 851; Coleman R. Rosenfield, 
R. IV, 270, and Tr. 139; John A. Knebel, 
General Counsel, Small Business Adminis- 
tration, R. II, 3175-3183; Slade Gorton, At- 
torney General, State of Washington, R. II, 
3761-3767; Richard N. Salle, former Deputy 
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example, as stated by the Small Busi- 
ness Administration: 

The franchise industry has been 

plagued by numerous cases of abuses and 
misrepresentations aimed at unsophisticat- 
ed prospective franchisees. Widespread in- 
stances have been documented involving 
such malpractices as high pressure fran- 
chise sales tactics, unscrupulous and inexpe- 
rienced franchisors, financially unstable 
franchisors, hidden fee requirements and 
kick-backs, failure to provide information 
on services and training to be furnished to 
the franchisee, and use of coercive methods 
to get quick large deposits.? 
As will be demonstrated later in this 
chapter, such franchisees’ complaints 
frequently involve both material mis- 
representations and nondisclosure of 
material facts on the part of franchi- 
sors. In addition, a large number of 
comments on the record describe 
franchisor conduct wherein the fran- 
chise offering itself was fraudulent, re- 
sulting in serious economic harm to 
franchisees.* 

Prior to discussion of _ specific 
franchisee complaints, it is first neces- 
sary to analyze the setting in which 
franchises are offered and sold. It is 


Footnotes continued from last page 

District Attorney, Santa Clara County, 
State of California, R. II, 2017-2019; and 
other persons active in franchising who 
noted their awareness of unfair and decep- 
tive trade practices within the area. See, 
e.g., John Y. Brown, Jr., former president, 
Kentucky Fried Chicken, R. IV, 1227; and 
Thomas Murphy, Tr. 1611, Publisher, Conti- 
nental Franchise Review. Also, see, e.g., the 
rather detailed correspondence submitted 
by Daniel H. Miller, R. 2953-2991. As noted 
therein, Mr. Miller gave up employment in 
New Jersey and moved his family to Florida 
on the basis of representations made by a 
protection device franchisor that an ‘‘exclu- 
sive” distributorship was available in that 
area. After investing some $7,500 as initial 
costs in the purchase of such a franchise, 
Mr. Miller was unable to obtain promised 
assistance from the franchisor—even as to 
timely furnishing of the franchised prod- 
uct—and lost his entire investment. Such fi- 
nancial injury directly resulted from mis- 
representations as to the basic nature of the 
franchise offering. 

?R. Il, 3177. Further, as noted by N.Y. At- 
torney General Louis J. Lefkowitz before 
the Committee on Franchise Licensing of 
the New York Legislature, Sept. 28, 1970, 
“in almost every instance, the franchise of- 
fering literature was either inadequate, mis- 
leading, wholly lacking or blatantly false as 
to material facts necessary to make an intel- 
ligent investment decision.” [Hereinafter 
cited as Lefkowitz Remarks.) See also Wil- 
liams Hearings, R. II, 552. 

*The presence of a significant number of 
fraudulent franchise offerings within the 
industry was stressed by New York Attor- 
ney General Louis J. Lefkowitz, in his testi- 
mony within the Williams Hearings. There- 
in, Attorney General Lefkowitz stated that 
(R. II, 565-566): “‘COne of the] areas where 
the lack of full and fair disclosure has led to 
flagrant abuses [in franchising] * * * {con- 
cerns] financial windfalls from high pres- 
sure selling campaigns because the purpose 
of the companies was to sell franchises and 
not to operate businesses.” 
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the nature and context of this setting 
which has permitted the abuses de- 
tailed below to flourish. Specifically, it 
is apparent from the record that a se- 
rious informational imbalance exists 
between prospective franchisees and 
their franchisors. This imbalance has 
been shown to exist “even with the 
best intentions for fair treatment” of 
franchisees by franchisors.‘ As noted 
by Professor Urban Ozanne, in a state- 
ment presented to the Commission on 
the first proposed rule (R. II, 3892): 


The prospective franchisee does not ap- 
proach the contract negotiations with the 
franchisor as an equal. The usual tremen- 
dous economic disparity between the parties 
to the franchise agreement is obvious. More- 
over, a severe informational disparity exists 
as well. First, the franchisor or his franchise 
salesman sets before the franchisee a fran- 
chise agreement that is long and complicat- 
ed. The franchisee or his attorney is seldom 
in a position to fully evaluate this document 
or its implications. Second, the franchisor 
has substantial experience in negotiating 
with franchisees, while this may be the 
franchisee’s one and only contract negotia- 
tion. Third, the franchisor presents the in- 
formation about the franchise and its sales 
and profits. Unlike the franchisee, he knows 
how much of the information is fact and 
how much puffery.* 

Professor Ozanne’s recognition of the 
“control” which franchisors exert over 
prospective franchisees during negoti- 
ations as a result of such information- 
al imbalance is similarly supported by 
numerous other comments on the 
public record and related textual ma- 
terial. For most prospective franchi- 


‘Small Business Administration, R. II, 
3176-3178. 

5See also, Professor Shelby D. Hunt, Asso- 
ciate Professor of Business, and Chairman, 
Marketing Department, University of Wis- 
consin at Madison (R. II, 3836): “At the pre- 
sent time, many potential franchisees 
simply do not have enough information to 
make an informed business decision. Since 
the franchisor alone knows which of his 
claims are fact and which are fiction, the 
potential franchisee is at an extreme disad- 
vantage.” 

®See, e.g., Professor Shelby D. Hunt, R. II, 
3836-3837; Stephen Salup, Assistant Admin- 
istrator, Office of the General Counsel, Eco- 
nomic Development Administration, City of 
New York, R. II, 4; Harold Brown, R. IV, 
1227-49; George Echan, R. IV, 121; Profes- 
sor Donald S. Chisum, R. II, 3153-3157; 
John F. Jackson, Tr. 451; Slade Gorton, 
Atty. Gen., State of Washington, R. II, 
3761-3767; Professors Ozanne and Hunt, 
The Economic Effects of Franchising, R. II, 
1322-44; Thomas Murphy, Tr. 1623-5; John 
Y. Brown, R. IV, 1227; Ontario Department 
of Financial and Commercial Affairs, R. II, 
1275; Theodore L. Sendak, Atty. Gen., State 
of Indiana, R. II, 2-3; and Small Business 
Administration, R. II, 3177-3178. See also in 
this regard H. Brown, Franchising Realities 
& Remedies 41-42 (1973); Comment, “A Sui 
Generis Approach to Franchise Termina- 
tions,” 50 Notre Dame Law. 545, 546-547 
(1975); Comment, ‘‘Constitutional Obstacles 
to State ‘Good Cause’ Restrictions On Fran- 
chise Terminations,” 74 Colum. L. Rev. 
1487, 1488-1489 (1974); Comment, Franchise 
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sees there is quite simply no source 
other than the franchisor for much of 
the information necessary to make an 
informed investment decision. 

The impact of this “informational 
imbalance” is particularly acute in 
franchising where many prospective 
franchisees possess a low level of busi- 
ness sophistication.? The relative lack 
of business sophistication is demon- 
strated by numerous materials and 
comments on the public record. For 
example, in The Economic Effects of 
Franchising—a detailed study of ‘‘fast 
food”’ franchising undertaken by Pro- 
fessors Ozanne and Hunt—it was re- 
ported that ‘“* * * 68 percent of our 
sample of franchisees did not own a 
business prior to their franchised busi- 
ness and half the franchisees had in- 
comes below $10,000 prior to buying 
their franchise.’’® This relative lack of 
business experience and low capitaliza- 
tion is quite striking in light of the 
nature of franchising—a ‘‘* * * highly 
complex, dynamic and changing area, 
with varied sophisticated business, fi- 
nancial and legal techniques and com- 
plications.’’® 

Given the complex nature of most 
franchising operations, it is somewhat 
surprising that a group of relatively 
“unsophisticated” persons enters a 
field which requires such a significant 
degree of business acumen. One of the 
reasons accounting for the involve- 
ment of such persons in franchising is 
the “get rich quick’”’ claims utilized by 
many franchisors in advertisements 
and other promotional materials.'® As 


Terminations and Refusals to Renew: The 
Lanham Act and Preemption of State Regu- 
lation, 60 Iowa L. Rev. 122, 122-127 (1974); 
Comment, Franchise Tie-Ins and Antitrust: 
A Critical Analysis, 1973 Wisc. L. Rev. 847 
849-850; Comment, Franchise Regulation: 
An Appraisal of Recent State Legislation, 13 
B.C. Ind. & Com. L..Rev. 529 (1972), R. II, 
3853-3854; and Comment, Tempest in a 
Chicken Bucket: Some Reflections on Fran- 
chise Regulation in California, 17 U.C.L.A. 
L. Rev. 1101, 1102-1112 (1970). The numer- 
ous complaints received from franchisees as 
to misrepresentations and nondisclosure of 
material facts relating to the franchise rela- 
tionship evidence the seriousness of the in- 
formational imbalance between franchisees 
and franchisors. 

7Hunt, R. II, 3837. 

*Td. 

*Small Business Administration, R. II, 
3176. The relatively low “capitalization” of 
many prospective franchisees and the resul- 
tant serious nature of economic injuries due 
to franchisor misrepresentation and non- 
disclosure of material facts is discussed in a 
number of public record materials. See, e.g., 
Harold Brown, R. IV, 1233; Barbara Dunn, 
Commissioner, Office of Consumer Protec- 
tion, State of Connecticut, R. V, 44; Jeffrey 
B. Bartell, Commissioner of Securities, 

tate of Wisconsin, R. V, 2625-2626; and 
Professors Ozanne and Hunt, The Economic 
Effects of Franchising, R. II, 1141. 

“Numerous such advertisements are con-_ 
tained in the public record. See, e.g., Fran- 
chising News (Feb. 1970), R.I, 4338, in which 
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indicated by numerous franchisee 
complaints, such claims often induce a 
person who has had little or no formal 
business training into believing that 
he or she may earn a great deal of 
money with little effort and in spite of 
a lack of experience.'! As further illus- 
trated by such complaints and related 
public record materials, such “get rich 
quick” claims frequently either are un- 
substantiated by the franchisor, or 
they misrepresent material facts with 
regard to the “potential earnings” of a 
particular franchise business.’* The 
credibility of such claims is often com- 
pounded by headline stories in the 
press as to those franchisees who were 
able to obtain great personal wealth 
from the operation of a franchise 
outlet. As noted by Professor Hunt: 


The numerous “rags to riches” stories in 
the popular press about franchising in many 
cases have presold franchisees that owning 
a franchise is the key to success." 


In this regard, the susceptible nature 
of prospective franchisees to such 
claims of ‘‘instant success” creates the 
potential for serious economic injury 
as a result of concealment or misrepre- 
sentation of the material terms of the 


Footnotes continued from last page 

the following franchisor advertising ap- 
pears: A “fast-food” franchisor which classi- 
fies its franchise as a “Business Opportunity 
that Gives You $35,000 Plus Yearly Poten- 
tial for an $18,000 Investment,” R.I, 4342; a 
paper photocopy franchisor who claims that 
a franchisee can “‘* * * make $665.48 profit 
per week. Revolutionary new cash and carry 
franchise yields high profits of $35,000 
upward. Positively no experience neces- 
sary,” R.I, 4347; a plastic laminating ma- 
chine franchisor who states that its fran- 
chise system “‘Never Stops Making Money.” 
R.I, 4352; and, another “fast-food’’ franchi- 
sor who claims that “Lits] franchise package 
* * * carries with it the possibility of $30,000 
to $50,000 yearly” and that the “Average 
store grosses $182,000.” R.I, 4352. 

"See, e.g., Gilbert, R.II, 1851; Lefkowitz 
Remarks, R.II, 561-563; McLeod, R.VI, 1786; 
Borgesser, R.VI, 1829; and, Bretschneicier, 
R.VI, 1470-5. 

"Td. and see also testimony of N.Y. Attor- 
ney General Lefkowitz, before the Williams 
Hearings, wherein a number of examples of 
franchisor misrepresentation of potential 
franchisee earnings are provided. R.II, 552- 
601. In this regard, the Attorney General 
stated that ‘franchising companies are in 
many instances fly-by-night operations with 
nothing more substantial than fancy multi- 
color brochures.” R.II, 558. Further, at R.II, 
6 the Oregon Department of Justice wrote, 
“Our experience has been that the majority 
of franchises offered in Oregon come with 
glowing predictions of instant profitability, 
and a paucity of supporting data.” Similar- 
ly, Harold Brown, in Franchising: Realities 
& Remedies 9 (1973) stresses that ‘“‘[mJany 
franchisors commence business with only a 
product or an idea, and seek franchisees to 
supply the capital and to assume a major 
portion of the risks.” 

SR.II, 3837. See Brown, R.IV, 1227. See 
also, Angott, R.VI, 943; Aeschliman, R.VI, 
870; Boatwright, R.VI, 2248; Hesselnik, 
R.VI, 2153; and Lawrence, R.VI, 2300. 
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franchise business under considera- 
tion. 

An additional factor intimately re- 
lated to the encouragement of an ‘“‘in- 
stant success” mentality among many 
prospective franchisees is the common 
franchisor representation that a 
franchisee will be “his own boss” in 
the operation of the franchise busi- 
ness.'* However, in responding to such 
advertisements, franchisees often fail 
to adequately comprehend the degree 
of reliance which they. must place 
upon the franchisor in order to obtain 
the desired “success.” * As noted by 
John Y. Brown, former president of 
Kentucky Fried Chicken, in testimony 
before a congressional subcommittee 
(R.IV, 1227): 


This emotional dream, the desire of every 
American to own his own business, to be his 
own boss, has many pitfalls. He is easy prey 
for the hot-shot promoter because the 
stakes are so high here. These small busi- 
nessmen very often scrape up every dime 
they can borrow, beg or steal in a lifetime of 
earnings, and put it all on one dream and 
hope of a franchise concept that very likely 
could have been misleading and misrepre- 
sentative and fraudulent. For that reason I 
think that the Senate, the Government of 
this country, should take some positive 
action to protect the small business man. 
After all, he is the one that is going to get 
hurt, not the franchisor, because the 
franchisee is the one who puts up all the 
money and all the labor in order to develop 
the business concept. 


The presence of such factors within 
franchising—i.e., the relative lack of 
business experience of most prospec- 
tive franchisees, the highlighting of 
unusually successful franchisees by 
franchisors and the popular press, and 
franchisor representations that 
franchisees will personally direct the 
operation of their own franchise 
outlet serve to aggravate the informa- 
tional imbalance present between 
prospective franchisee and franchisor 
by obscuring the serious financial risk 


“In this regard, see, e.g., R.I, 4349, where- 
in an art studio franchise advertisement 
states that “A remarkable franchise oppor- 
tunity in Art [is available to the franchisee]. 
*** We set you up in your own home as a 
complete Art dealer ready for business * * * 
No experience required * * * (OJur experts 
will train you”; and R.I, 4350, wherein an 
automobile transmission franchise adver- 
tisement claims that its franchises “Start 
with Success * * * add Training, Site Selec- 
tion, Exclusive Protected Territory, Nation- 
wide Guarantee. * * * and are geared up to 
give you the finest possible field assistance 
to assure success. No experience necessary. 
Our skilled executives follow your every 
move and show you how to move into the 
$20,000 to $40,000 income group.” 

%See, e.g., comments submitted by 
Arnold, R.IV, 7; Roberts, R.IV,~109; and, 
Evans, R.IV, 114, for evidence of financial 
losses suffered by franchisees as a result of 
inaccurate disclosure as to the franchisee’s 
responsibilities in particular franchise busi- 
nesses. 


which is entailed in the entering into 
of a franchise relationship. '® 

A number of comments on the 
public record also point to the length 
and complexity of franchise agree- 
ments.'?7 For example, one such agree- 
ment used by a large national franchi- 
sor consists of twenty-three printed 
pages, which describe the obligations 
of the parties in complex legal terms 
concerning various applicable restric- 
tive covenants and conditions.'* Fur- 
ther, this agreement makes reference 
to other required contractual terms of 
the franchise relationship, contained 
in additional leasing and _ training 
agreements.'® Such complex legal doc- 
uments place the prospective franchi- 
see at an even greater informational 
disadvantage, since the very terms of 
the franchise’ relationship often 
appear within the “fine print” of such 
documents, requiring the assistance of 
legal counsel. However, many franchi- 
sees frequently fail to secure legal 
advice, exacerbating the imbalance in 
information between franchisee and 
franchisor.”° In addition, even where 


See generally, the statements of Profes- 
sor Shelby D. Hunt, R.II, 3836-3838; and, 
Professor Urban B. Ozanne, R.II, 3839-3897. 
In mandating “full disclosure” of material 
information relating to obligations between 
franchisees and franchisors, the Commis- 
sion has taken into account the comments 
from several state regulatory officials as to 
the desirability of such required disclosure. 
For example, the Office of the Attorney 
General, Commonwealth of Pennsylvania, 
submitted the following comment (R.II, 
3965-3970): “It is the Cour] position * * * 
that every individual who is subjected to a 
franchise sale promotion is entitled to cer- 
tain factual information about the franchi- 
sor from which a sound investment decision 
can be made *** Presently franchisors 
inform would-be investors only of that in- 
formation which will entice the prospect 
into investing in the company. * * *” and 
those of the Office of the Attorney General, 
State of Indiana, at R.II, 2, which cites ‘“‘nu- 
merous complaints concerning franchise 
schemes” in its files. Further: “(Such] files 
indicate that many of the smaller franchi- 
sees have less than average business 
acumen. And, absent advice from an attor- 
ney, which is rarely sought, the uninformed 
victim enters a franchise agreement solely 
on the representations of the franchisors. 
These same files show that some franchi- 
sors either misrepresent the rights and obli- 
gations of the franchise agreement, or fail 
to disclose data which would put a reason- 
able person on notice that more considera- 
tion is due. There are also instances of fran- 
chise sales where it was impractical, if not 
impossible, for an individual franchisee to 
amass the wealth of data to which he 
should have access, before an intelligent 
business decision can be rendered.” 

See, e.g., comments submitted by Slade 
Gorton, Attorney General, State of Wash- 
ington, R.II, 3761; Professor Shelby D. 
Hunt, R.II, 3837; Ontario Department of Fi- 
nancial and Commercial Affairs, R.II, 1275. 

®R.V, 2831-2854. 

19Td. 

2°As noted by Professor Shelby D. Hunt 
with regard to the study of “fast-food” 
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prospective franchisees do obtain legal 
counsel, the attorney is frequently un- 
familiar with the types of conditions 
set out in franchise agreements and 
therefore often unable to fully evalu- 
ate such provisions. ”! 

The presence of such complex provi- 
sions in franchise agreements only 
serves to underscore the unique hold 
which franchisors have on the infor- 
mation needed by prospective franchi- 
sees to make an informed investment 
decision.” This in turn “* * * creates a 


Footnotes continued from last page 
franchisors (R.II, 3837): “* * * The unso- 
phisticated nature of potential franchisees 
is further illustrated by the fact that 39 per- 
cent of our sample did not consult a lawyer 
prior to signing the franchise agreement. 
This is amazing when you consider that 
these agreements are extremely complex 
documents with much fine print and will 
govern the basic relationship between 
franchisee and franchisor for a period of 
many years.” 

A similar view, for example, is also ex- 
pressed by an attorney active in franchising 
litigation. See H. Brown, Franchising: Reali- 
ties & Remedies 16 (1973), wherein the 
author notes that: “Most franchisees do not 
consult an attorney before signing a fran- 
chise agreement. Although the prospective 
franchisee is not necessarily denied an op- 
portunity to study the agreement, ordinari- 
ly he has little or no understanding of all 
the legal and practical implications. Many 
{such] agreements are the equivalent of 30 
to 50 typewritten pages, often in small 
print.”” See also comments of the Office of 
the Attorney General, State of Indiana, 
R.II, 2. 

21See, e.g., Professor Urban B. Ozanne, 
R.II, 3892-3892A, who states that based 
upon his study of “fast-food” franchising 
“the franchisee or his attorney is seldom in 
a position to fully evaluate [the franchise 
agreement] * * * or its implications.” 

22Many commentators urge that a second 
serious imbalance exists between the par- 
ties: the imbalance of economic bargaining 
power. See, e.g., Professor Urban B. Ozanne, 
R.II, 3892; Harold Brown, Franchising: Re- 
alities & Remedies, 59-60 (1973), and R.IV, 
1228-1249; Prof. Donald S. Chisum, R.II, 
3153-3157; and, Comment, “Tempest in a 
Chicken Bucket: Some Reflections on Fran- 
chise Regulation in California,” 17 U.C.L.A. 
L. Rev. 1101, 1109 n. 50 (1972). This theory 
is premised on the tremendous control 
which the franchisor exerts over its franchi- 
sees with respect to virtually every critical 
aspect of their everyday business activity. 
Typically, the franchisor may control the 
type of goods or services which can be pur- 
chased (or sold), the source of such goods or 
services, the extent to which the franchisee 
must personally participate in the business, 
the training the franchisee must undertake, 
and the conditions under which the parties 
may terminate the franchise relationship. 
The economic power of the franchisor over 
the distribution of the particular goods or 
services in question, as well as its technical 
expertise in the marketing of such goods or 
services, permits it largely to define all of 
the essential facets of the franchise rela- 
tionship. As noted by Washington Attorney 
General Gorton (R. II, 3761): 

“In many cases these franchising agree- 
ments are extremely complex, as well as 
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situation where the opportunity for 
deception is ripe and the need for pro- 
tection clear.” 2% 

Finally, many prospective franchi-, 
sees are not given an adequate oppor- 
tunity to review these complex agree- 
ments as the result of false sales 
pitches or high pressure tactics.24 The 
information provided to prospective 
franchisees by operation of the rule 
should present a much clearer picture 
of the material factors involved in a 
decision whether to enter into a fran- 
chise relationship, and should there- 
fore dissuade prospective franchisees 
from “signing in the enthusiasm of 
the moment and repenting at lei- 
sure.” > That such a decision merits 
long and serious consideration is readi- 
ly apparent from the franchisee com- 


being one-sided and unfair to the franchi- 
see. Obviously the bargaining positions, in 
such a circumstance, of the franchisor, 
Coften] a large corporation with ample legal 
advice, and of the franchisee, an often un- 
employed and desperate individual trying to 
“buy a job” usually without legal advice, are 
far from being equal. * * *” 

While the Commission acknowledges that 
inequality of bargaining power may indeed 
exist in franchising, it does not rely on this 
theory to support the present rule. 

23 Hunt, R. II, 3837. : 

24See, Hunt, R.II, 3835-3836. In calling for 
disclosures which will promote informed 
franchisee investment decisions, Professor 
Hunt notes that a franchisee interviewed 
had stated: 

“We paid $1,500 (to talk). Agreed to for- 
feit this for expenses if, after mailing check 
to home office and receiving agreement, we 
failed to go ahead once the site was selected 
by company and pay approximately $22,500. 
We paid by check and were told that the 
builder would be over * * * to make arrange- 
ments in a week. We were given unsigned 
copies of pages and pages of legal docu- 
ments and contracts late at night and al- 
lowed 20 minutes to read, absorb, digest, 
and make a decision (to jump or lose $1,500 
deposit) [sic].” 

Professor Urban B. Ozanne also points to 
the remark of another franchisee with 
regard to the effects of fraudulent sales 
practices by franchisors. Therein, such 
franchisee stated that: 

“C[Name of system] uses blatantly fraudu- 
lent sales pitches and figures to sell their 
franchises. Right now I am in a position of 
losing my, entire investment because they 
sold me a bill of goods. The cost of lawsuits 
is a burden (I have spent in excess of 
$7,500.00) and seem to be of no avail, be- 
cause they are so big and have so much 
money they can wait until you simply can’t 
afford to fight anymore and then settle for 
very little.” R.II, 3892-A. 

2>Professor Urban B. Ozanne, R.II, 3897. 
The susceptibility of most prospective 
franchisees to the types of franchisor mis- 
representations and non-disclosures of ma- 
terial fact noted supra and discussed in 
detail infra is clearly a major problem in 
franchising which the disclosure provisions 
of the present rule should help to correct. 
See the remarks of N.Y. Attorney General 
Louis J. Lefkowitz, R.II, 567, and those of 
the Office of the Attorney General, State of 
Oregon, R.II, 6, for additional discussion of 
this critical point. 
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plaints on the record of the present 
proceeding, as discussed infra. 


B. UNFAIR AND DECEPTIVE ACTS OR 
PRACTICES 


The public record contains over 400 
complaints contained in over 5,700 
pages, principally from franchisees al- 


* 


leging abuses by over 170 franchisors.”¢ ; 


These franchisors are involved in the 
distribution of a broad spectrum of 
products and services. In addition to 
complaints concerning the more 
widely known types of franchised busi- 
nesses, such as fast-food restaurants, 
motels, service stations and conven- 
ience food stores, the public record 
contains complaints involving fran- 
chising of such varied products as rec- 
reational campgrounds, swimming 
pools, water conditioners, hair pieces 
and watches. The initial investment of 
those complaining varied greatly.?’ 
These complaints, as well as prior 
Commission proceedings in this area, 
indicate that misrepresentations and 
failure to disclose material facts are 
widespread in  franchising.** Such 


*6Franchisee complaints are contained in 
10 volumes paginated from R.IV, 1 through 
2984, for complaints included during the 
first period for comment, and from R.VI, 1 
through 2716, for complaints included in 
the record during the second period for 
comments. 

27See, e.g., Pierce, R.VI, 1635 (invested 
$5,000 to become a toy distributor); Four- 
nier, R.VI, 1371 (initial outlay of $449 to 
obtain ‘‘executive concrete staining dealer- 
ship’’); Norby, R.VI, 2406 (lost the $37,500 
he initially invested in a nationally known 
motel franchise); R.VI, 2538 (mail order 
clothing franchise requiring no initial in- 
vestment); R.VI, 2544 (an automobile bro- 
kerage franchise requiring ‘‘no franchise fee 
or qualifying charges’ and ‘only a modest 
returnable investment in supplies and train- 
ing’). The record indicates that some 
franchisees, while investing in franchises re- 
quiring relatively nominal initial invest- 
ments per unit, were required to or made 
multiple unit purchases resulting in sizeable 
initial investments. See e.g., Barnett, R.IV, 
2289 (franchisee paid $7,972 for 100 coffee 
brewing units). For more discussion con- 
cerning initial investments required in fran- 
chising, see the discussion of § 436.1(a)(7), 
infra. 

*8For typical Commission cases involving 
franchising abuses, see, e.g., the cases cited 
in footnotes 21 and 22, chap. II, and Bar- 
ton’s Candy Corp., 79 F.T.C. 101 (1971) in- 
volving misrepresentations as to site selec- 
tion, earnings projections and failure to dis- 


‘close “kickbacks”; Fuqua Industries, Inc., 85 


F.T.C 93 (1975) prohibiting various misrep- 
resentations and ordering affirmative disclo- 
sures; Phillips Petroleum Company, 84 
F.T.C. 1666 (1974) prohibiting certain prac- 
tices in connection with termination of fran- 
chises; Redi-Brew Corp., 83 F.T.C. 446 
(1974), a complaint alleging that a franchi- 
sor of hot drink vending machines, contrary 
to representations: (1) sold vending ma- 
chines of inferior quality; (2) is not connect- 
ed with the Coca-Cola Co.; (3) failed to 
place vending machines in top sales produc- 
ing locations or train distributors in servic- 

Footnotes continued on next page 
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abuses often have not been satisfacto- 
rily resolved through available legal 
remedies. 2° 

On the basis of the record in this 
proceeding, the Commission concludes 
that franchises have been marketed 
through (A) misrepresentation of ma- 
terial facts relevant to the nature and 
value of the franchise; (B) unsubstan- 
tiated claims regarding the potential 
sales, income, gross or net profit of 
franchises; (C) unfair refusal by 
franchisors to honor refund provisions 
and (D) failure to disclose material 
facts about the franchise offering. 

1. Misrepresentation of the nature 
and value of the franchise. 

a. Use of deceptive representations 
concerning material facts about the 
Franchise offering. 

(1) Supplies, equipment, or services 
offered as part of the franchise pack- 
age. A large number of the complaints 
contained in the public record concern 
franchisors’ precontractual misrepre- 
sentations as to the supplies, equip- 
ment, or services to be provided as 
part of the franchise package.*° 


Footnotes continued from last page 

ing and repairing vending machines; and (4) 
did not grant distributors exclusive territor- 
ies; Meal or Snack System, Inc., 75 F.T.C. 
497 (1969), a consent order to cease and 
desist arising out of alleged misrepresenta- 
tion in the sale of fast-food franchises; Suc- 
cess Motivation Institute, Inc., 17 F.T.C. 943 
(1970), involving alleged misrepresentations 
in the sale of self-improvement academy 
franchises; Century Brick Corporation of 
America, 717 F.T.C. 125 (1970), prohibiting 
franchisors of simulated brick and floor cov- 
ering distributorships from using misrepre- 
sentations to recruit franchisees. Particular- 
ly noteworthy is Consolidated Chemical 
Corp., Inc., 84 F.T.C. 379 (1974), in that it 
required respondents to provide prospective 
franchisees with affirmative disclosures sub- 
stantially similar to those contained in the 
rule, at the time of the first contact be- 
tween respondents and prospective franchi- 
sees. See also Fuqua Industries, supra, for 
similar requirements. 

22>See, Comment, Tempest in a Chicken 
Bucket: Some Reflections on Franchise 
Regulation in California, 17 U.C.L.A. L. Rev. 
1101, 1112 (1972); Franchise Regulation: An 
Appraisal of Recent State Legislation, 13 
B.C. Ind. & Com. L. Rev. 529, 533 (1970); A 
Sui Generis Approach to Franchise Termi- 
nations 50 Notre Dame Law. 545-558 (1975); 
and Franchise Terminations and Refusals 
to Renew: The Lanham Act and Preemption 
of State Regulation, 60 Iowa L. Rev. 122 
(Oct. 1974). 

“This problem was one of the most 
common abuses reported in the Williams 
Hearings, supra, R. II, 825. See also, e.g., R. 
II, 157, a typical letter from a franchisee 
who invested $8,900 with a company which 
“did not fulfill the contract we signed with 
them ** * sent equipment that didn’t 
work * * *”; At R. II, 154, a franchisee’s at- 
torney stated in correspondence to the 
franchisor, “{I]t was represented that you 
had trademarks, logos, equipment layout 
plans and structure plans; none such are in 
existence, apparently, none have been sub- 
mitted to the investor;” and similarly, in the 
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Many complaints describe situations 
in which franchisees experienced un- 
warranted delays and difficulty in re- 
ceiving promised assistance, or never 
received promised items; * situations 
where the merchandise was represent- 
ed as being of particular value when it 
was in fact worth considerably less; *? 
and situations where the material sent 
was of unacceptably poor quality.** 

Franchisees have also complained 
that the training they received was in 
no way equal to what they were led to 
believe they could expect by salesper- 
sons, advertisements, or promotional 
material,** and that it was of little 


Williams Hearings, at R. II, 155, after in- 
vesting $20,000 in a travel agency franchise, 
another franchisee explains that “many of 
the representations made * * * prior to my 
purchase of the franchise, were simply not 
true and they did not perform and provide 
the items of assistance that they indicated 
they would.” 

31 A striking example is provided in a letter 
from a husband and wife who invested 
$4,092.66 in a franchise for hot food vending 
machines. At R. VI, 1781, the wife explained 
that although they received ‘50 cases of 
Heinz Canned Soups, one case of saltine 
crackers, and one case of plastic spoons” as 
per their agreement, after nearly 3 months, 
numerous letters and nearly 3 dozen phone 
calls, they had received no response regard- 
ing the 5 vending machines they ordered. In 
this case, the effect of the lost money was 
severe because her husband had suffered a 
stroke and would “never be able to return to 
his former line of work * * *. Needless to 
say we would like to recover the money in- 
vested, for which all we can show are 50 
cans of soup and one carton each of plastic 
spoons and crackers.” See also R. VI, 1587. 

82See e.g., R. VI, 1915, where a franchisee 
wrote: “I took my savings (I am a woman 
alone) and signed a Purchase Agreement 
* * * hoping to supplement my income. The 
displays they sent must have been worth 
only about $5 apiece—of course I didn’t see 
them until my order came in. So you can see 
from the outlandish price they charged I 
didn't get much for my $847.50.” 

33 See, e.g., a typical advertisement for the 
sale of hot food vending machine distribu- 
torships which states ‘“‘[A]ll these delicious 
products are sold from the latest in auto- 
matic vending equipment.” (R. VI, 1797) De- 
scribing the food he purchased from this 
company one consumer stated, “‘I have sev- 
eral cases of high priced cans of soup and 
entrees * * * the contents fof which] are 
absolutely inedible;’ and regarding the 
equipment, “it is not much more than a 
cheap made pile of junk;’’ another investor 
in the same franchise was more specific: 
“The machines are of very inferior quality. 
The quarter slots will accept slugs, nickels 
and foreign money. We were told the coin 
mechanisms would reject all these objects, 
and that they were jam proof, which in fact 
they are not;’” (R. VI, 1813). See also The 
Economic Effects of Franchising by Urban 
B. Ozanne and Shelby D. Hunt, R. II, 1218, 
wherein Professors Ozanne and Hunt re- 
ported that 10.69 percent of those franchi- 
sees responding felt that the equipment sold 
by the franchisor was of below average or 
poor quality. 

%*A purchaser of a fast-food franchise 
wrote that the franchisor represented to 


value to them in their day-to-day oper- 
ations. In this regard, franchisees also 
complained that training was fre- 
quently administered by instructors 
with little experience in the field.* 


him that: “it would furnish competent, ex- 
perienced persons to instruct both the man- 
agement and the food service person- 
nel * * *. In fact, to the very limited extent 
to which such instructional service was pro- 
vided, the instruction personnel were lack- 
ing in the competency and experience to be 
of any service to our business.” (R. IV, 29); 
while a trailer rental franchisor stated in its 
promotional material that it has a “compre- 
hensive three week formal training pro- 
gram, including instruction in account- 
ing * * *. You graduate ready to operate a 
*** mart,” a franchisee said to the con- 
trary “({I] found the training in many areas 
to be superficial. There was no training in 
accounting.” (R. VI, 2557). Stressing the im- 
portance of providing an accurate descrip- 
tion of the training to the prospective 
franchisee, Thomas Murphy, Publisher of 
Continental Franchise Review, testified: 
“This to me is one of the most important 
segments of the rule, and I think the one 
most abused by the franchising system in 
general.” (Tr. 1616). An attorney suggested 
the type of training be specified, and stated: 
“Specific description of training is more im- 
portant than who is going to do it.” (Spec- 
tor, R. IV, 1536-37). Stressing the impor- 
tance of providing this sort of information, 
an attorney experienced in handling fran- 
chise cases noted “adequate training and 
the number of hours spent by competent 
people [is a matter which is] often over- 
looked by prospective franchisees.” (Gren- 
ert, R. IV, 1212). 

3% One franchisee reported that ‘“‘The hour 
and a half training period was practically 
worthless,” (R. IV, 55); another franchisee 
said, “After going to California for an inten- 
sive training program, it developed that no 
training had been previously given * * * 
there was no training furnished at all, it was 
just philosophy, without methodology.” 
(Hicksen, R. IV, 101); emphasizing that the 
instructors should be well experienced in 
the particular field in which they are train- 
ing, an attorney representing franchisees 
said, “One of the problems we had with one 
of the newer franchises * * * was that the 
franchisee complained that the people who 
were coming out to coach him knew less 
about the business than he did * * *.” 
(Grenert, R. IV , 1212). See also franchisee 
complaints at R. IV, 12, 1536, 71, 1641; R. 
VI, 786, 851, 2059. Further, as Harold Brown 
indicates in his article ‘Franchising: Fraud, 
Concealment and Full Disclosure,” at R. IV, 
1255-57, a franchisor who represents that 
he is offering a package or turnkey oper- 
ation in which ‘“‘no experience is necessary” 
should be accountable “if training proce- 
dures are brief, ill-conceived, and addressed 
only to ministerial matters.” In this regard, 
see, e.g., Mitchell, R. IV, 1177, ‘Their train- 
ing school, which they stressed, was * * * 
nothing more than learning how to answer 
the telephone;’”’ and Matteson, R. IV, 1159, 
who stated that the two week training pro- 
gram he received with the convenience food 
store franchise he purchased ‘consisted 
only of learning how to use a cash register, 
and how to use their order book their way. 
When it came to asking a question, the in- 
structors would answer, ‘Gee, I don’t know. 
You'll have to find out when you have your 
own store.’ ” 
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Additionally, while national and re- 
gional advertising and promotional as- 
sistance are often heralded as advan- 
tages of franchising,** numerous com- 
plaints contained in the record indi- 
cate that, if such advertising programs 
in fact existed, their value was often 
misrepresented.* 

In addition, the public record clearly 
demonstrates problems resulting from 
failures by franchisors to. provide 
promised assistance in securing loca- 
tions for their franchisees.** It is clear 


See, e.g., Seitz, “19 Ways a Franchise 
Can Help You; 9 Ways It Can Hinder You,” 
in How To Get Started in Your Franchise 
Business (1967), and reprinted in Franchise 
Guide: An Encyclopedia of Franchise Op- 
portunities (1969). The author, in listing the 
advantages of franchising, states as follows: 
“You receive [the] benefits of cooperative 
advertising. Your advertising expenditures 
are shared (in most instances) with a large 
number of franchisees. Thus, you may save 
thousands of dollars in advertising expendi- 
tures” (R. II, 3192); and later, ‘‘Advertis- 
ing—proven for results—is supplied to you 
initially and continuously thereafter” (R. II, 
3193); similarly, at R. II, 3175, John A. 
Knebel, General Counsel, Small Business 
Administration, in discussing the “franchis- 
ing boom” observed, “Franchising has 
proven to be an effective means of combin- 
ing technical and management expertise, 
advertising, and economies of scaie in an in- 
tegrated marketing design which provides 
both business advantages and major oppor- 
tunities for small business entrepreneur- 
ship.” 

37The New Orleans purchaser of a soft ice 
cream franchise said, “The -company 
charges three cents per gallon for advertis- 
ing and there has been very little general 
advertising that I have seen done that has 
benefited my business or is promoted in the 
New Orleans, Louisiana area.” Another 
franchisee who paid a $14,750 franchise fee 
for a “package’’ which, according to the 
franchisor, was to include ‘an intensified 
national advertising campaign to publicize 
the franchise name,” reported: ‘‘In fact, na- 
tional advertisements were run only once 
during the time that I was associated with 
them;” (West, R. IV, 35). See also Hane- 
mann, R. IV, 49, who paid a total of $43,000 
and said, “‘[t]hey were to run a national ad- 
vertising program and introduce an addi- 
tional line of products, both of which were 
not done.” For additional evidence of dissat- 
isfaction among franchisees as regards the 
quality of advertising programs provided by 
franchisors, see The Economic Effects of 
Franchising, at R. II, 1218, wherein Profes- 
sors Ozanne and Hunt reported that 16.95 
percent of the franchisees polled viewed 
their franchisor’s advertising program as 
‘below average” and 24.36 percent regarded 
such programs as “‘poor.” 

Franchisee complaints specifically em- 
phasized the “excessive delays’ often in- 
volved in the site selection process. See, e.g., 
the complaint of Anthony Migliore, at R. 
IV, 121, who lost over $1,595 he invested be- 
cause the franchisor ‘took between one and 
two months” after delivery of supplies and 
beverage dispensing machines to send the 
company’s locator. He explains that his 
“supplies are now unusable.” The franchi- 
sor’s expertise in site selection is often a 
prime selling point in franchising promo- 
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that many franchisees have suffered 
serious losses of time and money due 
to delays by their franchisors in pro- 
viding sites as promised.*® The record 
also indicates that, prior to signing 
their franchise agreements, many 
franchisees were told that they would 
be provided with assistance in securing 
“quality” locations, but later discov- 
ered that the locations they were 
given offered little profit potential.“ 
Other misrepresentations concerning 
the assistance to be given the franchi- 
see were made by franchisors, as 
well,* 


tional literature. See, e.g., materials accom- 
panying the statement submitted by Donald 
L. Mitchell, R. IV, 1178, entitled “Site Loca- 
tion Program” wherein the franchisor rep- 
resents that “Once we selected a SMSA (or 
‘Standard Metropolitan Statistical 
Area’) * * * we follow a painstaking prees- 
tablished pattern * * * and carefully review 
the economic situation of each potential lo- 
eation * * *.” 

See, e.g., Evans, R. IV, 115, “{tihe time 
that the business was suppose [sic] to open, 
and the time that it did were several 
months apart. [Waiting for a location] is a 
substantial hardship on someone that is 
quitting a job.” Folsom, R. VI, 1918, ‘“Re- 
peated contacts finally produced a locator 
seven weeks later who spent approximately 
four hours securing three supposed loca- 
tions. One of the three locations secured by 
the so-called ‘locator’ never did materialize, 
and the other two were so bad that the mer- 
chandise spoiled before it could be 
sone 

*There is a substantial amount of evi- 
dence in the public record cf misrepresenta- 
tion as to the quality of the sites to be pro- 
vided the franchisee. See, e.g., Folsom, R. 
VI, 1819, Migliore, R. IV, 121, where while 
the advertisement stated “‘Our product is 
sold in locations such as offices, employees’ 
lounges and retail stores, financial institu- 
tions and small manufacturing plants, ware- 
houses, schools and hospitals,” the franchi- 
see reported that the locator “found loca- 
tions in beer joints, flop houses, and service 
stations.” In its promotional letter to a pros- 
pective franchisee, one company stated at 
R. IV, 1667, that it offered “Strategic loca- 
tions that will provide the most traffic pos- 
sible, therefore a high return on your in- 
vestment dollar.” After investing over $1,800 
and a lot of time, however, Ray Lumsden 
found instead ‘‘that the store owners [which 
the company’s locator had ‘set-up’] did not 
agree to have the racks put in. I also found 
that many of the locations secured were 
very small stores that had hardly any cus- 
tomers and some already had toy racks sell- 
ing the same brand toys;” another franchi- 
see, who purchased a coin-operated laundro- 
mat, in referring to the franchisor’s repre- 
sentation that it offered a ‘carefully re- 
searched location,” simply called it ‘‘a lot of 
Huey (sic}.” (Perry, R. VI, 1015). 

41For example, W. J. Hastings, writes at R. 
VI, 336, that he has suffered a loss of over 
$50,000 from the purchase of an ice cream 
franchise, states that the franchisor had 
breached its obligations in the following 
ways, among others: 

“(B) Failure to furnish suitable building 
and improvements and engineering and ar- 
chitectural service. * * * 

(L) Failure to provide suitable and effec- 
tive equipment generally and to properly 
locate same. * * * 
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(2) Value and profitability of the 
franchise. Complaints concerning mis- 
representations made in advertise- 
ments, promotional materials and 
orally by salespersons regarding the 
potential profitability of a franchise 
constitute approximately one-quarter 
of the complaints contained in the 
record. 


(N) Failure to furnish assistance and help 
as represented in that agents and employees 
of * * * repeatedly failed to appear for 
meetings or solve sales problems of the 
store. 

(O) Failure to otherwise maintain a pro- 
gram of assistance and service to plaintiffs 
as represented. * * * 

(Q) Failure to furnish insurance coverage 
as represented. * * *”’ 

42See, e.g., the following: A franchisee said 
he ‘“‘read an article in Newsweek Magazine” 
advertising franchises with a nationally 
known fast-food franchisor “all with earn- 
ing potential of $30,000 per year.”’ Addition- 
ally, ‘a franchise salesman * * * wrote * * * 
to tell him that he could make $34,000 a 
year on a franchise and later showed him 
the profit and loss statements of three ‘typi- 
cal’ franchisees * * * each of whom had 
achieved a profit above $20,000/year.”’ How- 
ever, after investing over $10,000 in the 
franchise, he stated “it took five people 
working long hours to earn less than $10,000 
***” (Turner, R. VI, 2379-2383). A man 
who paid $2,147 for a hot food vending ma- 
chine franchise said that even the best of 
his locations ‘‘does not approach even 5 
vends per day which the company claimed 
was the minimum acceptable.” (Folsom, R. 
VI, 1819). Many franchisees not only fail to 
achieve the franchisor’s earnings projec- 
tions, but find it hard to make an adequate 
living. See, e.g., Ralph Matteson and his 
wife (R. VI, 1158-60) who purchased a con- 
venience food store franchise after reading 
an ad which stated that he could “realize a 
twenty-five thousand dollar a year income, 
net.”” Both quit their jobs to devote all their 
time to the store. Mr. Matteson stated: ‘““‘We 
were in that store for a year and a half. I 
wrote one check for my wife for fifty dollars 
our first week. After that I couidn’t write 
any at all for her; so she earned fifty dollars 
for a year and a half. * * * I put in 17 hours 
a day for that year and a half. * * * After an 
audit, I found I paid myself seventy-two 
hundred dollars that first year.” At the 
same time, he observes, however, ‘‘We lost 
eleven thousand dollars * * *.” As regards 
franchisee income in general, Professors 
Ozanne and Hunt reported in their study at 
R. II, 1202, “Over 10 percent of the franchi- 
sees were existing at a semi-poverty level of 
less than $5,000 in 1969, and over 25 percent 
made less than $10,000.” See also the re- 
marks of Richard Gilbert, California 
Deputy Attorney General, testifying at the 
Interim Hearing on Franchises Before the 
State of California Senate Committee on In- 
surance and Financial Institutions (Novem- 
ber 7, 1969) [hereinafter cited as California 
Hearings], R. Il, 1851, regarding the prob- 
lem of exaggerated earnings projections. 
Mr. Gilbert cites as an example “a franchise 
advertised in almost a full-page advertise- 
ment in the Wall Street Journal.” According 
to Mr. Gilbert, the company’s profit projec- 
tion represented that “a man working alone 
in this franchise, which involved seliing bur- 
glar alarm systems, could make a minimum, 
and it appeared that this was the lowest 

Footnotes continued on next page 
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The record is filled with statements 
by franchisees who believe they were 
misled as to the potential profits of 
their enterprise.** Mr. Melvin F. Purse 
writes that after having just lost his 
job, he invested all of his savings— 
$2,500—in a distributorship. “In com- 
parison to the $100 to $300 per month 
earnings [the salesman] mentioned, I 
have collected $10 to $15 per 
month.”’** Ms. Roxanna Kennedy was 
told by her franchisor’s representative 
that she “would have her [$5,000] in- 
vestment returned within $0 days 
from the proceeds of the profits.’* 
She found, in reality, that in her ini- 
tial period of operation she made only 
$27 profit, and that many of the ac- 
counts set up were terminated. The 
purchaser of an ice cream franchise 
claims that he was “given very elusive 
information in regards to net profits 
and operating costs. * * *’** Many 
complaints also focused on the mis- 
leading character of atypical earnings 
claims. *7 

The prevalence of misrepresentation 
of earnings is further documented on 
the record in comments submitted by 
Government officials** and academ- 
ics.“ For example, Professors Hunt 
and Ozanne reported in their study of 
fast food franchising, The Economic 
Effects of Franchising, that ‘‘over 37 
percent of the franchisees stated that 
franchisors overstated the potential 
profit during the negotiations, while 
only 6.5 percent reported that profits 
were underestimated.”’*® Donald S. 
Chisum, Assistant Professor of Law at 
the University of Washington ob- 
served (R. II at 3154): 


The typical investor in a franchise, in a 
very real sense, is ‘“‘buying a job.’’ Hence the 
item of information about which the pros- 
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that they thought could be made, of $40,000 
per year net * * * (I])f he was a really hard 
worker * * * the top figure on the projec- 
tion was $324,000. * * * Moving from those 
representations to the actual experience of 
the franchisee, in each case the representa- 
tions * * * have turned out to be very mis- 
leading or completely false. 

See, e.g., R. VI, 181, 193, 335, 346, 429, 
463, 488, 502, 548, 555, 568, 578, 626, 641, 647, 
662, 676, 690, 817, 858, 881, 949, 964, 1000, 
1053. 

“RR. VI, 1053. 

#R. VI, 2116. 

“Munson, R. VI, 2365. Mr. Munson claims 
that it was virtually impossible to run the 
business at a profit, as a result of misrepre- 
sentations and failures to disclose by his 
franchisor. When the franchisee goes bank- 
rupt, the franchisor then resells the fran- 
chise, according to Munson. 

“See, e.g., Ban, R. IV, 51; Hansell, R. VI, 
2271. 

See, e.g., Los Angeles Police Department, 
R. II, 2616; Lefkowitz Report in the Wil- 
liams Hearings at R. II, 533-34. 

“See, e.g., Professor Donald Thompson, 
R. II, 3922; Professor Donald Chisum, R. II 
at 3154. 

5oR. II, 1182. 
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pective franchisee is most concerned is the 
amount of earnings he can expect to derive 
from the franchise. The franchisor, who has 
a strong interest in selling franchises to 
garner the initial franchise fee, has a great 
incentive to be overly optimistic about 
future earnings. It is no surprise, therefore, 
that there have been many abuses in the 
area of earnings predictions. Indeed, misrep- 
resentation in the disclosure of earnings is 
probably the most crucial disclosure prob- 
lem in the franchising area. 


Similar conclusions were reached in 
the Report of the New York Attorney 
General’s Office, which noted (R. II, 
561): 


Franchise purchasers are not given suffi- 
cient information upon which they can 
make an intelligent evaluation of their pur- 
chase. In many cases, information provided 
is either half-truth or blatantly false.* 


(3) Franchisor’s background, finan- 
cial conditions, current status, rela- 
tionships with affiliates and public fig- 
ures. 

The identity, financial stability, and 
experience of the franchisor 2!! direct- 
ly impact on the value of the franchise 
offering. The record demonstrates 
that some franchisors misrepresent 
such material facts to enhance the ap- 
parent value of the franchise, causing 
prospective franchisees to purchase a 
franchise opportunity which is worth 
less than that represented. Misrepre- 
sentations on the record include those 
relating to the stability of the franchi- 
sor’s management, affiliations with 
well-known companies,** and financial 


51As examples the report cites the follow- 
ing instances where earnings or profit pro- 
jections were exaggerated: ‘‘a cosmetic fran- 
chising company * * *” which “itself could 
only report a mere profit of less than $3,000 
during the fiscal period analyzed by the at- 
torney general’s office * * * was projecting a 
typical profit between $20,000 and $86,000 
for purchasers of its franchises” (R. II, 563); 
and “a fabric repair franchising company 
projected that investors would attain a 
return of between 138 percent and 298 per- 
cent on a $15,500 investment. Yet, this com- 
pany had a deficit from its own operation 
with the same product offered in the fran- 
chise, and for the last fiscal year analyzed, 
three of its franchisees dropped out of busi- 
ness. Nowhere in its offering literature (bla- 
tantly spread with picturesque and florid 
language) did the company ever relate the 
true history of franchisees or the true fi- 
nancial condition of the company.” (R. II, 
563-4) 


“For example, Mr. Jeffrey Milman’s 
franchisor represented that it had a stable 
and experienced staff when in fact it had a 
continuous management turnover. R. VI, 
1510, 1513. 

53See, e.g., Jeffrey Milman, who invested 
$15,000 in a cinema franchise, has charged 
that his franchisor represented itself to 
have a connection with Technicolor, Inc. (R. 
VI, 1535). Further, his complaint states that 
Technicolor aided this deception by repre- 
senting that it considered his franchisor to 
be a creditworthy customer when in fact it 
was only selling to the franchisor for cash. 
(R. VI, 1520). Mr. Bill Schlegel was led to 


condition.** Of particular prevalence 
is the conspicuous use of the name of 
a public figure as part of the name of 
the franchise system. The association 
with the name of the public figure cre- 
ates the impression that the public 
figure is associated with the manage- 
ment of the franchise, lending an air 
of legitimacy and value to the offer- 
ing. In reality, however, many such 
public figures have no management 
function in the franchise at all. As 
stated by New York Attorney General 
Louis Lefkowitz: 

In the vast majority of instances where 
the name and image of a well-known person- 
ality was used to induce a franchise invest- 
ment, the celebrity had little or no actual 
involvement in the operation of the fran- 
chise and was merely receiving a monthly 
royalty or a flat sum for the use of his 
name. I am sincerely concerned that in all 
too many cases the name of a “‘star”’ is noth- 
ing more than a cover-up or gimmick to con- 
ceal shoddy merchandise.* 

The complaints on the record dem- 
onstrate the economic harm caused by 
franchisees’ reliance on the associ- 
ation of a public figure with the 
franchisor’s management. *® 

(4) Territorial protection. Another 
problem identified by a considerable 
number of complainants stems from a 
franchisor’s expressed or implied 
promises that the franchisee would be 
awarded “exclusive territories” in 
which to sell the franchised items, 
when, in fact, no such ‘exclusive terri- 


believe that his franchisor was a “holy [sic] 
owned subsidiary of Scripto * * *” when 
“this was not correct.’ He invested and lost 
$3,500. (R. VI, 671.) Another company led 
franchisees to believe that it was affiliated 
with Kodak, when it was not. (Talerico, R. 
VI, 1000.) James Ensign invested $5,000 in a 
franchise because the franchisor used “the 
name of Whitman Candy Company to 
entice us to investing with them,” when 
there was no association between the two 
enterprises. (R. VI, 2696.) 

54See, e.g.. comments of Jeffrey Milman, 
R. VI, 1516-7, who stated that his franchi- 
sor represented that it was operating suc- 
cessfully and earning profits when in fact it 
was in a precarious financial position. 

55R. IT, 553. 

56An examination of the complaints con- 
tained in the public record indicates that a 
number of franchisors use the names of 
sports and entertainment personalities in 
promotional material used to recruit pros- 
pective franchisees. However, in none of 
this material is any indication given as to 
the extent of the “public figure’s’’ involve- 
ment in the franchise business. See, e.g., the 
following: Richard A. Carrelle, R. VI, 2107 
(invested $1500 in a franchise to distribute 
vitamins and minerals that used the name 
of a Hollywood celebrity): Rocco S. Beindisi, 
R. VI, 2109 (invested $2500 in the same com- 
pany); Brye J. Radebaugh, R. VI, 851 (ost 
$17,500 he invested in a franchise to sell 
overseas golfing trips. The name and picture 
of a professional golfer is prominently dis- 
played in the attached promotional bro- 
chures.) George Bonezis, R: VI, 1344 (invest- 
ed $15,000 in a cinema franchise bearing the 
name of a prominent movie comic). 
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tory” was provided.*? The complaints 
demonstrate that the actual value of 
the franchise, without territorial ‘“pro- 
tection,” was substantially less than 
what they were led to believe. Even 
where the franchisor has made no ex- 
plicit representations about territories, 
it appears that prospective franchi- 
sees, basing their judgment on incom- 
plete knowledge of the nature of a 
franchise, often assume that they will 
receive an “exclusive territory,” with 
the failure of franchisors to disclose 
the contrary reinforcing this miscon- 
ception. 

b. Misrepresentation of the nature 
and value of the franchise as a viola- 
tion of section 5 of the Federal Trade 
Commission Act. It is well established 
that the Commission has broad au- 
thority to remedy misrepresentation 
of matertial facts. See, e.g., F.T.C. v. 
Sperry & Hutchinson, 405 U.S. 233 
(1972); F.T.C. v. Ruberoid Co., 343 U.S. 
470 (1942). The body of law on decep- 
tive acts and practices built up by the 
Commission and the courts in 60 years 
of law enforcement proscribes such 
conduct in all its various manifesta- 
tions. As noted by the Supreme Court 
in F.7T.C. v. Algoma Co., 291 U.S. 67 
(1934) at 78, “the consumer is preju- 
diced if upon giving an order for one 
thing, he is supplied something else.” 
The resulting legal standard is clear 
and direct: A seller’s claim or represen- 
tation violates section 5 of the Federal 
Trade Cominission Act if it has a ten- 
dency to deceive the consumer in any 
particular which could reasonably in- 
fluence the latter’s buying choice.** 


57See, e.g., the following: Linwood Miller 
writes that his franchisor “stated that the 
distributor would have an exclusive terri- 
tory of Dover, Del. * * * and a 65 mile 
radius from Dover * * * (The franchisor] 
also sold another distributor in Dover [and] 
one to a man * * * only 45 miles away.” (R. 
VI, 454.) Mr. Aaron answered an advertise- 
ment in an airline magazine and purchased 
an exclusive territory for distribution of a 
water purifying system, only to find that 
someone else had the same territory. (R. VI, 
565.) One franchisee purchased a dealership 
in an area “‘and now we are competing with 
prior dealers (all who were led to believe 
were exclusive) who are trying to unload 
this junk at any price because they realized 
they had also been had.” (R. IV, 850.) See 
also R. VI, 716, 786, 1370, 1616, 1696, 1817, 
2059. A related complaint covers the situa- 
tion where territorial restrictions are im- 
posed upon the franchisee. See, e.g., Cham- 
berlin, R. VI, 2065. See also, R. VI, 1486, 
1492 (where Mr. Lieberman invested $15,000 
for a preschool franchise which he believed 
to be an exclusive for Fulton County, Ga., 
only to find that someone else had been sold 
that same territory and that the other 
person had received a “so-called exclusive 
franchise.”) Mr. Everett Tyrell comments 
on his franchisor’s method of operations, as 
foliows: “The company could have sold nu- 
merous machines to different individuals 
without them being aware there was other 
machines in town.” (R. VI, 1818.) See also R. 
VI, 1941, 1067. 

58See Note, Developments in the Law—De- 
ceptive Advertising, 80 Harv. L. Rev. 1005 
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In the application of this standard 
to the many different factual patterns 
that have arisen in cases before the 
Commission, certain principles have 
become well established. One such 
principle is that under section 5 actual 
deception of particular consumers 
need not be shown. All that need be 
shown to support a finding of illegal- 
ity is that the challenged representa- 
tion has a substantial capacity or ten- 
dency to deceive.*® It has been held 
many times that the advertisement in 
question is likely to deceive a substan- 
tial segment of the purchasing public, 
or of that part of the purchasing 
public to whom the representation is 
directed, and that this likelihood may 
be inferred by the Commission in the 
exercise of its accumulated adminis- 
trative knowledge and experience on 
the basis of the challenged advertise- 
ment itself. 

The Act’s objective in the field of ad- 
vertising and labeling—to protect the 
consumer from being misled in the 
choice of goods and services to buy, or, 
in this case, in the investment in a 
business opportunity—is flouted no 
less by false and misleading implica- 
tions, suggestions or insinuations than 
by explicit misstatements. Advertisers 
have found that the explicit claim is 
not the only effective method of sell- 
ing their products to the consumer. 
Since other methods are widely used, 
it is the Commission’s plain duty to re- 
quire that they be used honestly. 

It is now well settled that section 5 
proscribes “any advertising matter 
whatsoever which creates a misleading 
impression in the mind of the ordinary 
purchaser,’’® for: 


(1967); Barnes, False Advertising, 23 Ohio 
St. L. J. 597 (1962); Note, The Regulation of 
Advertising, 56 Colum. L. Rev. 1018, 1025-34 
(1956). 

59See, e.g., F.T.C. v. Algoma Lumber Co., 
291 U.S. 67, 81 (1934), J. B. Williams v. 
F.T.C., 381 F.2d 884 (6th Cir. 1967); Mont- 
gomery Ward v. F.T.C., 379 F.2d 666 (7th 
Cir. 1967); Regina Corp. v. F.T.C. 322 F.2d 
765 (3d Cir. 1963); Progress Tailoring Co. v. 
F.T.C., 153 F.2d 103, 105 (7th Cir. 1946); 
Bockensette v. F.T.C., 134 F.2d 369, 371 
(10th Cir. 1943); Gimbel Bros., Inc. v. F.T.C., 
116 F.2d 578 (2d Cir. 1941); F.T7.C. v. Win- 
stead Hosiery Co., 258 U.S. 483, 494 (1922); 
F.T.C. v. Balme, 23 F.2d 615, 620 (2d Cir. 
1928). 

See, e.g., F.7.C. v. Standard Education 
Society, 302 U.S. 113, 116-117 (1937); Merck 
& Co. v. F.T.C., 392 F.2d 921, 925 (6th Cir. 
1968); F.T.C. v. Colgate-Palmolive, 380 U.S. 
374, 391-2 (1965); Hiliman Periodicals v. 
F.T.C., 174 F.2d 122 (2d Cir. 1949); Zenith 
Radio Corp. v. F.T.C., 143 F.2d 29 (7th Cir. 
1944); New Am. Library of World Literature 
v. F.T.C., 213 F.2d 143 (2d Cir. 1954); Royal 
Oil Corp. v. F.T.C., 262 F.2d 741, 745 (4th 
Cir. 1959); Carter Products, Inc. v. F.T.C., 
268 F.2d 461, 493-95 (9th Cir. 1957); E. F. 
Drew & Co. v. F.T.C., 235 F.2d 735 (2d Cir. 
1956.) 


61 Handler, The Control of False Advertis- 
ing Under the Wheeler-Lea Act, 6 Law & 
Contemp. Probs. 91, 102 (1939). 
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The skillful advertiser can mislead the 
consumer without misstating a singie fact. 
The shrewd use of exaggeration, innuendo, 
ambiguity and half-truth is more efficacious 
from the advertiser’s standpoint than factu- 
al assertions. * * * [A]n advertisement may 
be deemed misleading even though the 
statements of fact it contains are not in and 
of themselves deceptive. The statutory ban 
applies to that which is suggested as well as 
that which is asserted. ™ 

The decisions applying these princi- 
ples are legion.® 

As detailed above, the record demon- 
strates that many prospective franchi- 
sees are deceived concerning the fran- 
chise they are purchasing through ex- 
plicit and implicit misrepresentations, 
including representations about sup- 
plies, equipment, services (such as site 
selection, training, and advertising as- 
sistance), the profitability of the busi- 
ness being offered, the financial condi- 
tion, experience and reputation of the 
franchisor, and territorial protection. 
The rule promulgated herein is in- 
tended to prevent or remedy those 
practices. 

2. Unsubstantiated and atypical 
claims of profitability. 

a. Potential sales, income or profit of 
the franchise business. The record in- 
dicates that franchisors have often 
made deceptively glowing earnings 
projections or forecasts to prospective 
franchisees without having informa- 
tion which constituted reasonable 
basis in fact for making such claims. * 


@Td. 

See, e.g., Kalwajtys v. F.T.C., 237 F.2d 
654, 656 (7th Cir. 1956); C. Howard Hunt 
Pen Co. v. F.T.C., 197 F.2d 273 (3d Cir. 1952); 
P. Lorillard Co. v. F.T.C., 186 F.2d 52, 58 
(4th Cir. 1950); Charles of the Ritz Dist. 
Corp. v. F.T.C., 143 F.2d 676, 679 (2d Cir. 
1944); Sebrone v. F.T.C., 135 F.2d 676, 679 
(7th Cir. 1943); D.D.D. Corp. v. F.T.C., 125 
F.2d 679 (7th Cir. 1942); Aronberg v. F.T.C., 
132 F.2d 165 (7th Cir. 1942); Ford Motor Co. 
v. F.T.C., 120 F.2d 175 (6th Cir. 1941); Cald- 
well v. F.T.C., 111 F.2d 889 (7th Cir. 1940); 
Parker Pen Co. v. F.T.C., 159 F.2d 509 (7th 
Cir. 1940). 

64 An examination of the materials submit- 
ted in response to the section 6(b) question- 
naires sent by the Commission to 46 
franchisors indicates that many companies 
did not know the profits of their franchisees 
even though they were making earnings 
forecasts. See, e.g., R. I, 2271, where a fast- 
food franchisor projects earnings of the 
average franchise at $25,000 to $30,000 but 
its response to the request for “profit and 
loss statements and balance sheets for each 
franchisee” states, “The information re- 
quested is not available.” (R. I, 1939.) An- 
other fast-food franchisor stated in its pro- 
motional literature that ‘‘all stores are prof- 
itable” (R. I, 163) and that franchisees re- 
ceive a “10-percent return on investment on 
a national average.” But see R. I, 163, where 
this company indicated in response to the 
Commission’s questionnaire that it had no 
profit data concerning its franchisees. In ad- 
dition, in some instances in which the 
franchisor did submit profit data, there was 
a significant difference between actual prof- 
its reported and the figures contained in 

Footnotes continued on next page 
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In addition the record contains bro- 
chures of some new franchise busi- 
nesses with projected sales and profits 
of the franchise units being promoted 
but which did not disclose the materi- 
al fact that they have few (or no) fran- 
chise units yet in operation.® Also, a 
number of the complaints contained in 
the public record indicate that some 
franchisors used data concerning 
franchisees with atypical earnings to 
represent the potential profitability of 
the franchise being offered.® 

The State of Oregon, in an action 
against a food franchisor, charged 
that: 


Footnotes continued from last page 
promotional brochures. See, e.g., in this 
regard, the advertising circular (at R. I, 
2489) of a carpet sales franchisor which 
points to the “100 percent success record” of 
existing centers, when, in fact, data submit- 
ted in response to the Commission’s ques- 
tionnaire indicates that 11 percent of its 
franchisees operated at a loss during the 
preceding year: and the “Projected Income 
Statements” of another franchisor, at R. I, 
2396-97, which projected gross profits of 
from $76,000 to $153,400; but its response re- 
veals that eight of nine franchised units lost 
money in 1969. See also at R. I, 7962, the 
promotional] brochure of a convenience food 
store franchisor which represents a “‘gross 
profit margin of 20 percent” when, in fact, 
the actual statistics reported for its 50 
newest operating units were substantially 
less. (R. I, 7944-6.) Testifying at the Califor- 
nia Hearings, supra, note 42, Richard Gil- 
bert, California Deputy Attorney General, 
cited this example: A franchisor who “repre- 
sented a minimum sales volume of $100,000 
annually. In fact, no franchisees of this par- 
ticular franchisor made the represented net 
profit.” (R. II, 1852.) See also the comments 
of Robert Laggren at R. IV, 516, who wrote 
to his franchisor: ‘When I invest $3,000.00 
in a company, I expect the claims of that 
‘company to be substantiated by fact. Two 
months of arduous work following your 
marketing formula has not produced a 
single dollar in commissions.* * *” 

© See, e.g., the promotional literature of a 
fast-food franchisor, at R. I, 4599, illustrat- 
ing projected annual incomes at various 
levels of sales. While these pro-forma finan- 
cial statements are comprehensive, even list- 
ing specified deductions for expenses, this 
franchisor reported that no franchisees 
were in operation during this period, and 
therefore, no concrete data existed. (R. I, 
4562.) 

* See, e.g., Ban, R. IV, 51, “During negoti- 
ations for the contract, we were shown earn- 
ings figures of two other franchisees in the 
area * * * and both were profitable * * * the 
franchise did not prove as profitable as the 
franchisor indicated”; Hansell, R. VI, 2271, 
“They even cited people.* * * That had 
made large sums in preceding months. 
Large earnings were made to appear easy to 
obtain.”” See also the Commission’s decision 
in National Dynamics Corp., Dkt. No. 8803, 
82 FTC 488, 563-5 (1973), where the Com- 
mission found that the respondent had rep- 
resented that its franchisees would earn “an 
income of $15,000 to $30,000 per year” when 
in fact only 60 out of 12,000 of the purchas- 
ers of the franchises made profits in excess 
of $10,000, not more than 20 made profits in 
excess of $15,000, and not more than 5 made 
profits in excess of $25,000. 
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Defendants represented that substantial 
profits would inure to the purchasers * * * 
while omitting to disclose and concealing 
the fact that several of the * * * [outlets] 
were not able to meet the projected profits 
represented. *® 


b. Unsubstantiated and atypical 
claims of profitability as a violation 
of section 5 of the Federal Trade Com- 
mission Act. As detailed above, the 
record of this proceeding includes nu- 
merous references to representations 
by franchisors of the earnings, sales or 
income potential of the business being 
offered which are not representative 
of the true facts or are without sub- 
stantiation. In essence, these represen- 
tations go directly to the ‘“perform- 
ance”’ of the franchisor’s product, i.e., 
the franchise. Cf, Fedders Corp., 85 
FTC 38, 73-74 (1975). 

Recent Commission decisions hold 
that it is an unfair and deceptive act 
or practice violating section 5 to make 
an advertising representation without 
adequate substantiation at the time 
the claim is first disseminated. See 
Fedders Corp., supra at 74; Firestone 
Tire & Rubber Co., 81 FTC 398 (1972), 
aff'd, 481 F. 2d 246 (6th Cir. 1973), 
cert. denied 414 U.S. 1112 (1973); 
Pfizer, Inc. 81 FTC 23 (1972). In 
Pfizer, the Commission concluded that 
“the making of an affirmative product 
claim in advertising is unfair to con- 
sumers unless there is a reasonable 
basis for making the claim.” Jd. at 62. 
In articulating the underlying ratio- 
nale for this holding, the Commission 
stated (Id.): 


The consumer is entitled, as a matter of 
marketplace fairness, to rely upon the man- 
ufacturer to have a “reasonable basis” for 
making performance claims. A consumer 
should not be compelled to enter into an 
economic gamble to determine whether a 
product will or will not perform as repre- 
sented. The economic gamble involved in a 
consumer's reliance upon affirmative prod- 
uct claims is created by the vendors’ activi- 
ties, and cannot be easily avoided by con- 
sumers. Taking a different and analytical 
perspective and weighing the minimal cost 
and burden on vendors by requiring that 
there be a reasonable basis for affirmative 
product claims against economic losses to 
consumers which can fairly be ascribed to 
advertising claims lacking such reasonable 
basis (losses which are, in a practical sense, 
unavoidable for the consumer), it is likewise 
clear that economic fairness requires that 
this obligation be imposed on vendors. 


The present record indicates that 
prospective purchasers of franchises 
and other business opportunities, as 
with buyers of tires, air conditioners 
or nonprescription burn remedies, are 
at a distinct disadvantage compared to 
the seller in reaching conclusions con- 
cerning the performance of the item 
being offered. Here, the item being of- 


*R. VI, 2198, 2200. The Commission also 
received a significant number of consumer 
complaints as to the practices of this partic- 
ular franchisor. 


fered—the franchise opportunity—is 
complex, and the information neces- 
sary to test the accuracy of represen- 
tations lies almost solely within the 
possession of the franchisor. Indeed, 
even if available, the search costs in 
obtaining such information would be 
prohibitive. Accordingly, prospective 
franchisees, of necessity, have to rely 
on the accuracy of the representation 
of the franchisor as to the profitabil- 
ity of the franchise. 

In a related area, the record also dis- 
closes that many franchisors have 
highlighted the atypical success of a 
few franchisees without disclosing the 
nonrepresentative nature of these 
claims. Such representations are an 
unfair and deceptive trade practice. 
See National Dynamics Corp., 82 FTC 
488 (1973), remanded in part 492 F. 2d 
1333 (2d Cir. 1974), modified 85 FTC 
391 (1975), reconsideration 85 FTC 
1053 (1975). In its opinion on reconsid- 
eration, the Commission stated the 
prevailing standard against atypical 
earnings claims (Id at 1053-1054): 


{Respondents} must be prevented from 
bandying about high earnings achieved by a 
minority of purchasers with no indication of 
the unrepresentativeness of such earnings. 
If respondents lack evidence that the high 
reported earnings of a few distributors are 
in fact representative of the earnings of 
large numbers of other distributors, then it 
is clearly deceptive for them to portray the 
minority results reported to them without a 
clear indication of their 
unrepresentativeness. 


Accordingly, the Commission finds 
that the franchisor’s use of unsubstan- 
tiated and atypical earnings claims is 
an unfair and deceptive practice which 
violates section 5 of the Federal Trade 
Commission Act. 

3. Failure to refund. ° 

a. Failure of franchisors to honor 
refund provisions. The record demon- 
strates that the failure of franchisors 
to make refunds to _ prospective 
franchisees as promised is a significant 
problem. Numerous complaints indi- 
cate that some franchisors, as part of 
the inducement to enter into the fran- 
chise relationship, represent that the 
prospective franchisee will expose 
himself to only limited financial risk 
because his deposit or fees will be re- 
fundable under certain conditions. In 
many cases, however, franchisors have 
failed to make refunds as represented, 
causing significant economic injury to 
prospective franchisees. ® 


See, e.g., Weiland, R. VI, 2166, “One of 
the selling points {of the franchisor] was a 
‘buy-back’ clause in the contract which 
guaranteed that after 1 year I could if [I] so 
desired, sell the unsold products in my in- 
ventory back to them.” However, 8 months 
after notifying the franchisor of his intent 
to cancel, Mr. Weiland had “received noth- 
ing—not even a letter, let alone the approxi- 
mately $900 that they owe me;” Schroeder, 
R. VI, 2170, ‘“‘As per the contract [the 

Footnotes continued on next page 
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b. Failure to refund as a violation of 
section 5 of the Federal Trade Commis- 
sion Act. As noted previously, a repre- 
sentation which has a substantial ten- 
dency or capacity to deceive persons in 
their purchasing decisions is unlawful 
under section 5 of the Federal Trade 
Commission Act. A _ representation 
that a deposit or fee will be refunda- 
ble, when not subsequently honored, is 
deceptive because it misrepresents the 
actual financial risk of the transac- 
tion. The practice of failing to honor 
contractual refund provisions is also 
unfair under section 5 of the Federal 
Trade Commission Act (under the cri- 
teria for ‘“‘unfairness’’ set out by the 
Commission in the “cigarette rule’ 
proceeding) * because it violates the 
fundamental public policy favoring 
the fulfillment of contract obligations 
and results in substantial injury to 
promisees. Commission cases have 
long recognized that the failure to 
return deposits or the purchase price 


Footnotes continued from last page 
franchisor] agrees to buy back all resellable 
products at the end of 1 year * * *” but, 
this franchisee, who invested $1,750, stated 
in frustration, ‘This is ridiculous to have 
waited for 6 months for a refund. What do 
you advise?” R. VI, 2279, an unidentified 
woman, relating her “heart breaking experi- 
ence in the fast-food business,” stated “‘[wle 
were firmly led to believe * * * that this 
company had strong financial reserves and 
if for any reason at the end of 6 months we 
didn’t want this store, our down payment 
would be refunded.”’ Emphasizing that ‘this 
buy-back guarantee was [the franchisor’s] 
selling point,” she strongly urged that the 
Commission’s rule “cover this buy-back 
guarantee,” because “[t]en people fell for 
(this) gimmick,” including her and her hus- 
band who “sank $15,000” into the franchise; 
Ahlfors, R. VI, 2282, where the franchisor 
made a buy-back offer of $1142.22,” but “‘de- 
ducted $1,000, claiming this was my earn- 
ings.* * *” Therefore, Mr. Ahlfors feels he 
was “cheated out of $1,000 profit each time 
it changes hands.” See also Kitchen, R. VI, 
398; Schick, R. VI, 420; Poling, R. VI, 502, 
McNulty, R. VI, 556; Key, R. VI, 200; Cou- 
chee, R. VI, 1695 (‘the contract had a 90 
percent buy-back clause” but over 2 months 
and numerous calls later, the franchisee 
had ‘received no reply.’’); Borgesson, R. VI, 
1830; R. VI, 2045 (a man who invested $200 
in a franchise which advertised ‘‘A No-Risk, 
100 Percent 1 Year Buy-Back Agreement” 
stated in a letter to the company requesting 
a refund, “$200 is not much to some people 
but to someone who draws only $264.50 
social security it is a tidy sum’’); Krueger, R. 
VI, 1186; Hall, R. VI, 1393; Matanzo, R. VI, 
578; Goldman, R. VI, 637; Cozens, R. VI, 
2154 (even though the franchise agreement 
contained a refund provision, it took ap- 
proximately 6 months from the date of can- 
cellation and several calls and letters for 
this refund money to be received). 

Statement of Basis and Purpose of the 
Trade Regulation Rule 408, Unfair or De- 
ceptive Advertising and Labeling of Ciga- 
rettes in Relation to Health Hazards of 
Smoking, 29 FR 8355 (1964). 

*Cooling-Off Period for Door-to-Door 
Sales, 16 CFR 429 (1973); Mail Order Mer- 
chandise, 16 CFR 435 (1975). 
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in a consumer transaction, contrary to 
representations made is an unfair and 
deceptive act or practice in violation of 
section 5 of the Federal Trade Com- 
mission Act. See, e.g., Zlotnick the Fur- 
rier, Inc., 48 FTC 1068 (1952); Robert 
W. Hailey t/a Cookware Assoc., 40 
FTC 654 (1945); Interstate Home 
Equipment, 40 FTC 260 (1945). In 
these cases, and in two prior Trade 
Regulation Rules, the Commission has 
imposed the obligation to make re- 
funds in accordance with contract 
terms to remedy the unfair and decep- 
tive practices involved.” 

Accordingly, the Commission finds 
that the failure of franchisors to 
honor refund provisions of the fran- 
chise agreement or related agreements 
is an unfair and deceptive act or prac- 
tice which violates section 5 of the 
Federal Trade Commission Act. 

4. Failure to disclose material facts. 

a. Failure of franchisors to disclose 
material facts about the franchise of- 
fering. As noted previously, a signifi- 
cant problem in the sale and offering 
of franchises is the use of deceptive 
representations by franchisors and 
franchise brokers. The record discloses 
that an equally significant problem is 
the failure of franchisors to disclose 
material facts about the franchise of- 
fering. In contrast to the use of decep- 
tive representations, where franchi- 
sors create by affirmative acts a set of 
expectations for the _ prospective 
franchisees and then do not fulfill 
them, the failure to disclose involves 
simple silence on the part of the 
franchisor about a fact which is mate- 
rial to a decision to enter into a fran- 
chise relationship. A review of the 
record discloses that many facts which 
are material to an assessment of the 
risks and profitability of a franchise 
offering are not disclosed by franchi- 
sors prior to the sale of a franchise. 

(1) Initial or recurring fees. Com- 
plaints in the record indicate that 
franchisors have failed to disclose fun- 
damental information concerning the 
“price’’ of the franchise. Some of 
these complaints focus on undisclosed 
fees which were required to be made 
to the franchisor or its affiliates 7 in 
order for the franchisee to obtain the 
franchise or commence operation, 
such as deposits, down payments, rent, 
and equipment or inventory  pur- 
chases.** Other complaints concerned 


"Statement of Basis and Purpose of the 
Trade Regulation Rule 408, Unfair or De- 
ceptive Advertising and Labeling of Ciga- 
rettes in Relation to Health Hazards of 
Smoking, 29 FR 8355 (1964). 

”Cooling-Cff Period for Door-to-Door 
Sales, 16 CFR 429 (1973); Mail Order Mer- 
chandise, 16 CFR 435 (1975). 

71See the discussion of § 436.2(i), defining 
“affiliated person,” infra. 

72See, e.g., Robert Olson, of the Ohio At- 
torney General's Office, who writes at R. V, 
2863, that his office has received recurring 
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nondisclosure of the amount of “‘recur- 
ring fees,’ including royalties and 
other fees for real estate, supplies, or 
services they were required to pur- 
chase, lease, or rent.” For example, 
one franchisee interviewed by the 
Commission’s staff stated that he en- 
tered into his franchised business with 
the understanding that 7 percent of 
gross sales would go to the franchisor. 
However, after a year of operation, he 
estimated that additional franchisor 
profits from markups on his lease, 
sign, and supplies cost him another 23 


complaints from franchisees concerning 
such matters as “undisclosed storage 
charges for the goods received in connection 
with the operation of a franchise not having 
a specific situs’: Mr. Matteson, the purchas- 
er of a convenience food store franchise who 
stated that the franchisor failed to disclose 
that they ‘“‘would have to make a !oan of ten 
thousand dollars for groceries’ (R. IV, 
1159); John Jackson, an attorney who has 
represented franchisees, suggested that 
franchisors be required to furnish a break- 
down of how much of the franchise fee 
went for rent, accounting, advertising, mer- 
chandising, etc., feeling that ‘‘franchisees 
would think twice about inyesting money if 
they found out how much they were being 
charged for these various services” (R. IV, 
1506). Another franchisee expressed the 
view that the franchisor should ‘‘give fig- 
ures for a typical franchise indicating antici- 
pated set-up costs and expected expenses 
through the first year of operation.” (Brott, 
R. IV, 445.) 

73 See, e.g., Kleckner, R. VI, 2298, who 
writes that ‘hidden costs were thrown up to 
me after I had already invested.” Mr. 
Kleckner lost over $7,000 on this invest- 
ment. See also the following: In describing 
his experiences with a fast food franchisor, 
one franchisee complained that “Being able 
to comprehend my contract before entering 
(into the franchise relationship) was almost 
an impossible feat. Many other consumers 
within the State of Colorado have lost thou- 
sands of dollars because of not being able to 
understand all of the fixed and varied ex- 
penses * * *” He goes on to explain that 
many additional fees and “‘sur- 
charges * * * 2 percent product costs on 
products bought even from other reputable 
firms, 2 percent advertising cost * * * a 36 
cents per gallon milk surcharge * * * plus 
other fixed costs, land taxes, equipment 
taxes are not truly shown before a consum- 
er enters upon this type of agreement” 
(Munson, R. VI, 2356); the purchaser of a 
recreational campground franchise who in- 
vested $6,000 was not told by the franchisor 
that it would take $3,000 to $5,000 for an en- 
gineering study ** * that it had to be 
“done as a preliminary requirement to gei- 
ting started.” (Needham, R. VI, 1368); 
Robert Hansell, at R. VI, 2273, explains 
“Another thing that I did not know about 
beforehand was that there was a monthly 
warehouse fee and training center dues that 
came to $100 per month * * *. In all the big- 
money talk (the franchisor) failed to men- 
tion these little things or really point them 
out.’”’ A franchisee who operated a duplicat- 
ing center franchise stated with respect to 
her experiences, “It required almost three 
times as much operating capital to maintain 
the business as (the franchisor) indicated 
was necessary.” (R. IV, 1520.) 
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percent of his gross sales.“ Another 
franchisee complained to the Commis- 
sion that although his soft ice cream 
outlet grossed approximately $60,000 
for the past year, “the net profit is 
almost ridiculous,” in view of addition- 
al payments to and charges by the 
franchisor, most of which ‘was not 
told to me or my wife when we signed 
the contract.” 

A related problem is that of being 
required to purchase supplies from the 
franchisor or affiliated persons at an 
artificially high price making it diffi- 
cult for the franchisee to operate a 
competitive business. 

(2) The franchisor’s background and 
financial condition, and current status. 
A constant promotional theme of 
franchisors concerns the advantages 
of affiliation with a successful compa- 
ny of established reputation. The 
record indicates, however, that many 
franchisors do not disclose informa- 
tion about either their success or their 
reputation. 

The complaints and comments con- 
tained in the record indicate that 
some franchisors have not provided 
prospective franchisees with full or ac- 
curate information regarding their 
business background ” or that of their 
officers ** or as to their financial sta- 
bility.7* The record also indicates that 


4 See also Hastings, R. VI, 336, who com- 
plains that his franchisor failed to disclose a 
10-percent markup in rents. 

7% Glick, R. IV, 1139-40. 

*See, e.g., Turner, R. VI, 2379. Mr. 
Turner invested $25,000 in a fast food fran- 
chise, sold his home, and gave up his job. 
One of the factors which he believes con- 
tributed to the failure of his business and 
the loss of his investment was the franchi- 
sor’s requirement that he buy supplies from 
it at artificially high prices, making it hard 
for him to offer food to the public at com- 
petitive prices. The North Carolina Attor- 
ney General filed suit against a large na- 
tional donut franchisor charging that it had 
forced “individual operators to buy operat- 
ing equipment at an ‘unreasonably high 
price’.”” (R. VI, 885.) See also R. VI, 295, 307. 

See, e.g., the statement of George Clark 
at R. IV, 1350, who had worked with auto- 
mobile dealerships for more than 21 years 
and felt that “information regarding * * * 
{the] background of directors would have 
been very pertinent” but was not provided. 

*The Lefkowitz Remarks indicated, at R. 
II, 925, that “ex-convicts and persons under 
indictment now dominate and control cer- 
tain franchise companies,” but that these 
facts are not disclosed. Prospective franchi- 
sees of Monroe Industries (see e.g., R. VI, 
1457) for example, would have been inter- 
ested in the connection between and legal 
troubles of, a predecessor corporation, 
Marrs Industries (see, e.g., R. IV, 1104), 
which in essence was selling an identical 
franchise. The moving party behind one 
franchise offering that had a class action 
brought against it and was placed in receiv- 
ership started a new company almost imme- 
diately offering the same franchise. (R. VI, 
1823.) 

See, e.g., Mr. Brye J. Radebaugh who in- 
vested $17,000 in a golf travel club franchise 
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a number of franchisees would not 
have purchased a particular franchise 
if they had been informed of the fail- 
ures of existing units of that same 
franchise.® A closely related problem 
is the franchisor’s failure to disclose to 
prospective franchisees lawsuits 
against the franchisor, a factor which 
might well affect the prospective 
franchisee’s decision to purchase. This 
information is important because it 
provides the prospective franchisee 
with an indication of the types of busi- 
ness practices engaged in by the 
franchisor and it is therefore indica- 
tive of its integrity.™ 

The record indicates that another 
problem involves the nondisclosure of 
the existence and terms of agreements 
between the franchisor or its affiliates 
and other persons as to rebates and 
kickbacks. *? 


but found he did not have a marketable 
product. He then found that the organiza- 
tion was “defunct, as the money is gone.” 
(R. VI, 851.) Mr. George Monezis invested 
$15,000 in a cinema franchise cperating 
under the name of a famous movie star. He 
writes ‘““Now they are nearly bankrupt and 
no money.” (R. VI, 1344.) Mr. John Richard- 
son invested $2,000 with a company in order 
to finance his education. (R. VI, 1627.) His 
franchisor did not supply the equipment 
and filed for bankruptcy. (R. VI, 1617.) See 
also, e.g., R. VI, 189, 2703, 671, 222, 2187, 
2259, 2279, and 2702. 

See, e.g., the statement of Richard 
Cribbs, a former franchisee regarding the 
disclosure contained in $ 436.1(a)(10) of the 
first proposed rule as to the number of 
franchisees operating at a loss. “By all 
means put this in. If I had known then what 
I know now I never would have gone in with 
(the franchisor). They had an 80 percent 
turnover and had I known that then I would 
not have gone in.” (R. IV, 1475.) Jeffrey 
Milman complains that he was not told that 
a significant number of his franchisor’s 
franchisees had lost their initial investment 
quickly. (R. VI, 1510.) See also R. VI, 1941, 
for another example of a franchisee who 
might not have purchased had she known of 
the failure of other franchisees. The 
franchisee of one large donut franchisor 
was told that of 700 stores, only 1 or 2 had 
ever failed, when in fact the franchisee fail- 
ure rate was nearly 50 percent (Thomas, R. 
VI, 884) and cf. the _ discussion of 
§ 436.1(a)(16) infra. 

®1See the discussion of § 426.1(a)(4) infra, 
and franchisee complaints cited in accompa- 
nying notes. 

®See, e.g., as to kickbacks, the statement 
of Richard N. Salle at the California Hear- 
ings, R. Il, 2017. Mr. Salle, a deputy district 
attorney for 7 years, whose primary duties 
related to the general field of business 
fraud, cited a case he handled which “in- 
volved the franchisor causing certain equip- 
ment to be leased to his franchisees at a 
price approximately double that of the 
actual cost of the equipment, the franchisor 
then obtaining a difference as a kickback 
from the supplier of the equipment”; and as 
to rebates, the statement of Thomas Bod- 
frey, an attorney experienced in represent- 
ing franchisees, “‘We have observed a 
number of situations where there has been 
deliberate withholding of information about 
rebates paid by suppliers” (R. IV, 14). 


(3) Contractual restrictions and ter- 
mination provisions. The existence of 
contractual restraints in the franchise 
agreement directly affects a franchi- 
see’s return on his investment by im- 
posing limitations on what the 
franchisee may do with his business. 
Despite the importance of these con- 
tractual provisions to the potential for 
profit, prospective franchisees are 
often unaware of such provisions or 
their importance.** Complaints in the 
record indicate that many franchisors 
do not volunteer such information de- 
spite their superior knowledge. A 
number of complaints concerned the 
franchisor’s failure to disclose restric- 
tions on the goods the franchisee may 
offer for sale,** and contract provisions 
which require the franchisee to pur- 
chase supplies only from the franchi- 
sor or an affiliate.® 

Franchisees have also _ indicated 
problems arising from franchisor fail- 
ures to disclose the extent to which 
franchisees will be required to partici- 
pate personally in the franchise busi- 
ness,** the franchisee’s required hours 


53See, e.g., comments of Gerald Evans, a 
fast food franchisee, who stated that prod- 
uct sales limitations are “an item a new en- 
trant to a business would not think of” (R. 
IV, 114). 

**See, e.g., comments of Gerald Evans, R. 
IV, 114, “{Alfter the franchisee starts the 
business he is given many restrictions that 
he didn’t understand would occur. For ex- 
ample, I had to sell root beer, and could not 
sell Dr. Pepper, even though the demand 
for the Dr. Pepper was the greatest” (R. IV, 
114). A typical clause restricting the prod- 
ucts a service station operator could sell is 
cited in a complaint at R. IV, 303-4. The 
clause prohibited the “sale of gasoline or 
other automotive products, under the 
{franchisor’s] trademark, except for the 
{the franchisor’s] products.” 

The importance of such restrictions to a 
franchisee’s profitability is illustrated by a 
number of record comments. See, e.g., the 
letter submitted by a franchisee calling the 
Commission's attention to a complaint and 
settlement involving his franchisor in the 
State of North Carolina. The settlement 
prohibited the franchisor from ‘‘unreason- 
ably restraining trade and commerce by re- 
quiring franchisees to buy supplies only 
from wholesalers approved by the [franchi- 
sor]” (R. VI, 895); the statement of Gerald 
Evans, a fast food franchisee, who noted 
that his franchise agreement required him 
to “purchase all mixes, cups, and boxes 
from the franchisor’ (R. IV, 113); the state- 
ment of Richard N. Salle, former Deputy 
District Attorney at the California Hear- 
ings, R. II, 2017, ‘‘it has been common prac- 
tice among many franchisors to tie their 
franchisees up to exclusive buying agree- 
ments, and then selling the merchandise at 
double the price available on the open 
market * * * at an immense profit to the 
franchisor.” 

8 See, e.g., the statement of Alan Arnold, 
R. IV, 7, regarding the necessity of disclos- 
ing such a requirement: ‘In some franchise 
businesses this will reduce the franchisee 
nearly to a position of economic slavery. 
This problem can best be alleviated by dis- 

Footnotes continued on next page 
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of operation, *’ the existence of cov- 
enants not to compete,** the conditions 
under which the franchisor may 
modify the agreement,*’ and the condi- 
tions under which the franchise can 
be terminated.” As noted above, while 


Footnotes continued from last page 

closing the basis for profit projections”; 
Jack C. Roberts, R. IV, 109, “I was told that 
I had to participate personally. My wife and 
I beth quit our jobs.”” Gerald Evans points 
out at R. IV, 114, in commenting on 
§ 436.1(a)(18) of the original proposed rule, 
‘Most franchisees will be surprised to learn 
that they will be a slave to the business.” 

‘'Gerald Evans, a fast food franchisee, 
had this to say at R. IV, 112: “I was initially 
required to be open 24 hours a day, 7 days a 
week * * *. All of the hours were established 
and enforced by the company.” 

58 See, e.g., the statement of Jack G. Wil- 
liams, at R. IV, 11, “I should like to protest 
strongly against [the] common franchisor 
requirement that in event of termination 
{the] franchisee is prohibited from engag- 
ing in any similar operation for a certain 
length of time and within a certain geo- 
graphical radius. To me, this is unfair re- 
straint of a man’s right to make a living.” 

89See, e.g., the complaint of a franchisee 
who invested $7,000, who said, ‘“My contract 
regarding sales commission was * * * 
changed without my permission.” (R. VI, 
2298.) 

*As Professors Ozanne and Hunt ob- 
served in their study, ‘the typical fast food 
franchise agreement consists of a large set 
of provisions that (1) limit the behavior of 
franchisees, and (2) form the basis for ter- 
mination on a wide variety of grounds.” (R. 
II, 1323.) They also note at R. III, 1300 that, 
“Franchisor termination clauses appear in 
100 percent of all franchise agreements.” 
The fact that franchise agreements give 
franchisors a good deal of discretion in ter- 
minating a franchise obviously is an ele- 
ment of serious risk which directly affects 
the potential profitability of a franchise. 
The record contains comments which indi- 
cate that termination provisions have a con- 
tinuing, daily impact on all facets of the 
franchise operation. See, e.g., The ‘‘Report 
of the Minister’s Committee on Franchis- 
ing,” Ontario Department of Financial and 
Commercial Affairs, R. II, 1725. Reporting 
the results of their investigation, the Com- 
mittee found: ‘“‘Throughout the evidence it 
was a recurring complaint that the franchi- 
see is constantly plagued with the threat of 
termination * * *” and at R. II, 1770, the 
report continues, ‘‘linked with the threat of 
termination is the forcing of franchisees 
into marketing schemes not of their own 
making * * *. The franchisee has no alterna- 
tive but to follow instructions under the 
threat of termination’; Munson, R. VI, 
2365: ‘“‘My contract states that I have to 
{stay] open 12 months a year, 11 a.m. till 7 
every day, and if I am closed for [two] con- 
secutive days, I can lose my business. Colo- 
rado weather, illness, or any other reason 
for closing for [two] consecutive days could 
force me to lose everything I have worked 
for.” A franchisee cited in the Economic Ef- 
fects of Franchising, R. II, 1332, states “the 
franchisor makes the renewal terms and 
price so exorbitant that it is almost impossi- 
ble to renew.” See also Smith, R. VI, 1354 (a 
letter notifying a franchisee that his motor- 
cycle dealership would be terminated if he 
did not meet a number of conditions, among 
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such restrictions are customarily a 
part of the franchise agreement or 
other related agreements, the length 
and complexity of these documents, 
and the relative unsophistication of 
the franchisee, serve to limit the util- 
ity of the contract in informing the 
prospective franchisee of the nature 
and importance of the restrictions. 

b. Failure to disclose material facts 
as an unfair act or practice violative 
of section 5 of the Federal Trade Com- 
mission Act. 

(1) Unfairness. The Commission’s 
power to define unfair acts or prac- 
tices pursuant to sections 5 and 6(g) of 
the Federal Trade Commission Act is 
broad in scope.*' The Commission, in 
promulgating the ‘cigarette rule’ in 
1964,* set out the factors to be consid- 
ered in determining whether an act or 
practice is ‘‘unfair’’: 

(1) Whether the practice, without neces- 
sarily having been previously considered un- 
lawful, offends public policy as it has been 
established by statutes, the common law, or 
otherwise—whether, in other words, it is 
within at least the penumbra of some 
common law, statutory, or other established 
concept of unfairness; 

(2) Whether it is immoral, unethical, op- 
pressive, or unscrupulous; or 

(3) Whether it causes substantial injury to 
consumers (or competitors or other busi- 
nessmen). 

These criteria were cited, with ap- 
parent approval, by the Supreme 
Court in FTC v. Sperry & Hutchinson 
Co.®* All three criteria do not need to 


them, moving to a new location, which Mr. 
Smith estimated would cost “between 
$50,000 to $100,000).” 


*The decisions of the Supreme Court in 
FTC v. Sperry & Hutchinson Co., 405 U.S. 
233 (1972), and FTC v. R. F. Keppel & Bro., 
Inc., 291 U.S. 304 (1934) make clear that the 
prohibitions of Section 5 of the FTC Act 
embrace acts, practices, or methods of com- 
petition that are “unfair,” while neither de- 
ceptive or misleading on the one hand, nor 
monopolistic or anticompetitive, on the 
other. This authority to proscribe ‘‘unfair”’ 
commercial practices which are not neces- 
sarily deceptive is an independent basis for 
Commission action. See, e.g., Pfizer, Inc., 81 
FTC 23 (1972), All-State Indus., 75 FTC 465 
(1969), aff'd, 423 F. 2d 423 (4th Cir. 1970), 
cert. denied, 400 U.S. 828 (1970); FTC v. R. 
F. Keppel & Bro., Inc., 291 U.S. 304 (1934); 
Wolf v. FTC, 135 F. 2d 564 (7th Cir. 1943); 
First Buckingham Community, Inc., 73 FTC 
938 (1968); Chemway Corp., 77 FTC 1250 
(1971). 

Statement of Basis and Purpose, Trade 
Regulation Rule, Unfair or Deceptive Ad- 
vertising and Labeling of Cigarettes in Rela- 
tion to Health Hazards of Smoking, 29 FR 
8355 (1964). 

% 405 U.S. 233, 244-245 and n. 5 (1972). In 
S & H, the Supreme Court affirmed, in 
broad terms, the Commission’s authority to 
proscribe practices as unfair based upon 
their injuriousness to consumers, without 
regard to their character as deceptive. In 
recognizing the Commission’s broad latitude 
to define unfairness, the Court gave tacit 
approval to the Commission analyzing un- 
fairness in terms of consumer impact and a 
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be satisfied to support a finding of un- 
fairness. A practice may be unfair be- 
cause of the degree to which it meets 
one of the criteria or because to a 
lesser extent it meets all three.” 

(2) Failure to disclose material facts 
as an unfair act or practice. In some 
circumstances, the-failure to disclose 
facts material to a consumer’s pur- 
chasing decision is an “unfair prac- 
tice” under the criteria announced in 
the cigarette rule proceeding and thus 
violative of section 5 of the Federal 
Trade Commission Act. Where a con- 
sumer is unable at a reasonable cost to 
obtain material facts about a product 
being purchased, and the cost of re- 
quiring the seller to produce such in- 
formation is not great compared to the 
economic harm caused to consumers 
by an uninformed purchase decision, 
the failure to disclose facts violates 
the fundamental public policy of en- 
couraging informed consumer deci- 
sions.” This policy has found expres- 


weighing of public values (Jd. at 244): “Thus 
legislative and judicial authorities alike con- 
vince us that the Federal Trade Commission 
does not arrogate excessive power to itself 
if, in measuring a practice against the eilu- 
sive, but congressionally mandated standard 
of fairness it, like a court of equity, consid- 
ers public values beyond simply those en- 
shrined in the letter or encompassed in the 
spirit of the antitrust laws.” 

* Respondent argued in FTC v. Sperry & 
Hutchinson Co., supra, that the criteria 
quoted committed the FTC to the position 
that an act was unfair only if, having satis- 
fied the third criterion, it also satisfied the 
first or second criterion. In response, the 
Court noted: “But all the FTC said in the 
{Statement of Basis and Purpose of the 
Cigarette Rule] was that ‘(t]he wide variety 
of decisions interpreting the elusive concept 
of unfairness at least makes clear that a 
method of selling violated § 5 if it is exploi- 
tative or inequitable and if, in addition to 
being morally objectionable, it is seriously 
detrimental to consumers or others.’”’ 405 
USS. at 245. 

See also All-State Industries, Inc., 75 FTC 
465, 491 (1969), aff'd 423 F. 2d 423 (4th Cir. 
1970), cert. denied, 400 U.S. 828 (1970), 
Pfizer, Inc., 81 FTC 23, 61-63 (1972). 

%* As Congress observed in the declaration 
of policy in the Fair Packaging and Labeling 
Act, 80 Stat. 1296 (1966), 15 U.S.C. § 1452- 
1461 (1970), “informed consumers are essen- 
tial to the fair and efficient functioning of a 
free market economy.’’ See MacIntyre and 
Von Brand, “Unfair Methods of Competi- 
tion as an Evolving Concept—Prelude to 
Consumerism,” 44 St. John’s L. Rev. 597 
(1970). 

With regard to the public interest in the 
dissemination of product information, see 
generally, Redish, ‘The First Amendment 
in the Marketplace: Commercial Speech and 
the Values of Free Expression,” 39 Geo. 
Wash. L. Rev. 429, 472 (1971). See also Com- 
ment, ‘“‘The Right to Receive and the Com- 
mercial Speech Doctrine: New Constitution- 
al Considerations,” 63 Geo. L. J. 775 (1975); 
Comment, ‘The First Amendment Status of 
Commercial Advertising,” 54 N.C. L. Rev. 
468 (1976); Comment, “The Consumer's 
Right to Know—New First Amendment 
Weapon in the War on Price Advertising 

Footnotes continued on next page 
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sion in numerous Federal laws requir- 
ing disclosure of information, includ- 
ing, most notably, the Fair Packaging 
and Labeling Act (requiring label dis- 
closure of contents), the Truth-in- 
Lending Act (comprehensive scheme 
regulating consumer credit disclo- 
sures),°*? the Interstate Land Sales Full 
Disclosure Act (requiring disclosures 
of various facts regarding land offered 
for sale),** and various Federal securi- 
ties laws (requiring disclosure of var- 
ious information about publicly held 
companies to prospective investors).%° 
Similarly, in the last decade, the Com- 
mission has promulgated and proposed 
a number of trade regulation rules re- 
quiring disclosure of material informa- 
tion.’ In the Octane Rule,’ for ex- 
ample, the Commission found that 
consumers faced a great variety of 
grades and brands of gasoline, and, 
absent octane disclosures, they could 
not price shop for gasoline. Lacking 
octane disclosures, consumers often 
purchased gasoline of higher expense 
and octane quality than their auto- 
mobile required. Because the market 


Footnotes continued from last page 

Bans,” 29 U. Fla. L. Rev. 354 (1977). What- 
ever the desirability of “informed consum- 
ers,” it is clear that public policy consider- 
ations are served only when the costs of pro- 
ducing such information are justified by the 
economic harm and injury to consumers 
which would occur without such informa- 
tion. In explaining this “balancing test,” the 
Commission noted, in Pfizer, Inc., 81 FTC at 
62 n. 13, quoting Fletcher, “Fairness and 
Utility in Tort Theory,” 85 Harv. L. Rev. 
537, 542 (1972): 

“Reasonableness is determined by a 
straightforward balancing of costs and bene- 
fits. If the risk yields a net social utility 
(benefit), the victim is not entitled to recov- 
er from the risk-creator; if the risk yields a 
net social disutility (cost), the victim is enti- 
tled to recover. The premises of this para- 
digm are that reasonableness provides a test 
of activities that ought to be encouraged 
and that tort judgments are an appropriate 
medium for encouraging them.” This bal- 
ance admittedly gives more consideration to 
the producers’ interests than does the test 
suggested by Adam Smith: “{Tjhe interest 
of the producer ought to be attended to 
only so far as it may be necessary for pro- 
moting that of the consumer.” Smith, An 
Inquiry Into the Nature and Causes of the 
Wealth of Nations, 625 (Modern Library 
Edition, 1937). 

This suggests that although the weight to 
be given to conflicting interests may vary 
according to the predispositions of those 
who do the balancing, some such balancing 
is necessary. 

%80 Stat. 1296 (1966), 15 U.S.C. §§ 1451- 
1461 (1970). 

782 Stat. 146 (1968), 15 U.S.C. §§ 1601- 
1677 (1970). 

*82 Stat. 476 (1968), 15 U.S.C. $§ 1701- 
1720 (1975). 

Securities Act of 1933, 15 U.S.C. § 77a et 
seq., Securities Exchange Act of 1934, 15 
US.C. § 77(b). 
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had failed to provide such information 
(despite the nominal cost to sellers of 
doing so), the Commission ordered af- 
firmative disclosure of octane values. 


c. Failure to disclose material facts 
as a deceptive act or practice violative 
of section 5 of the Federal Trade Com- 
mission Act. Failure to disclose materi- 
al facts may also constitute a decep- 
tive act or practice in violation of sec- 
tion 5 of the FTC Act.’ 


The vendor’s failure to disclose ma- 
terial information about a product is 
deceptive if, in the absence of such dis- 
closure, a consumer believes the facts 
to be materially different than they 
are in fact. Where a product, for ex- 
ample, has material negative conse- 
quences in normal use, it is deceptive 
for the vendor to sell the product 
without disclosing those negative 
facts. Thus, the Commission has re- 
quired affirmative disclosures in nu- 
merous cases involving safety of prod- 
ucts.’ In addition, the Commission 
has required affirmative . disclosures 
where the simple appearance of a 
product may mislead a consumer as to 
its origin,'’°** composition,’ or prior 
use. 1° 


A product claim may also be decep- 
tive if it “‘fails to disclose facts neces- 
sary to dissipate false assumptions 
likely to arise in light of the represen- 
tations actually made.” FTC v. Simeon 
Management Corp., supra, 532 F. 2d at 
716. Thus, where the seller of a tonic 
represented that it contained an ingre- 
dient which relieved tiredness symp- 
toms, the Commission ordered the af- 
firmative disclosure of the fact that 
most persons with such symptoms did 
not suffer from a deficiency of the in- 
gredients in the respondents’ product. 
J. B. Williams Co., 68 FTC 481 (1965). 


1 See, e.g., Unfair or Deceptive Advertis- 
ing and Labeling of Cigarettes in Relation 
to Health Hazards of Smoking, 16 CFR § 408 
(1964) (requiring warning labels on cigarette 
packages and in cigarette advertising); Post- 
ing of Minimum Octane Numbers on Gaso- 
line Dispensing Pumps, 16 CFR § 422 (1971) 
(requiring posting of octane ratings on gaso- 
line pumps); Incandescent Lamp (Light 
Bulb) Industry, 16 CFR § 409 (1971) (requir- 
ing labeling of durability information for 
light bulbs on packaging); Care Labeling of 
Wearing Apparel, 16 CFR § 423 (1972) (re- 
quiring garments to have care instructions 
on attached label). In addition, the Commis- 
sion has proposed a number of trade regula- 
tion rules which would, if promulgated, re- 
quire the disclosure of information: See, 
e.g., Proprietary Vocational and Home 
Study Schools, 40 FR 21048 (May 15, 1975); 
Food Advertising, 40 FR 23086 (May 28, 
1975); Hearing Aid Industry, 40 FR 26646 
(June 24, 1975). 

116 CFR § 422 (1971). 


‘See e.g., FTC v. Simeon Management 
Corp., 532 F. 2d 708, 716 (9th Cir. 1976); J. 
B. Williams Co. v. FTC, 381 F. 2d 884 (6th 
Cir. 1967); Mohawk Refining Corp. v. FTC, 
263 F. 2d 818 (3d Cir. 1959); Mary Muffet, 
Inc. v. FTC, 194 F. 2d 504 (2d Cir. 1952). 


In affirming the Commission’s order, 
the Sixth Circuit noted: 

* * * Petitioners’ failure to reveal this fact 
in this day when the consumer is influenced 
by mass advertising utilizing highly devel- 
oped arts of persuasion, renders it difficult 
for the typical consumer to know whether 
the product will in fact meet his needs 
unless he is told what the product will or 
will not do. This does not fall within the 
sphere of negative advertising, it merely 
presents to the consumer an opportunity to 
make an intelligent choice. 


J. B. Williams Co. v. FTC, supra, 581 
F. 2d at 890. 

d. Failure of franchisors to disclose 
material facts as an unfair or decep- 
tive act or practice in violation of sec- 
tion 5 of the Federal Trade Commis- 
sion Act. (1) Unfair act or practice. 
The record establishes that prospec- 
tive franchisees are at an information- 
al disadvantage with respect to the 
franchisor in evaluating the franchise 
offering because of the setting in 
which franchises are sold. Because of 
this informational imbalance prospec- 
tive franchisees do not have informa- 
tion about material aspects of the 
franchise and frequently are not even 
aware that they lack such informa- 
tion. Without such information, how- 
ever, prospective franchisees cannot 
evaluate the value of the franchise of- 
fering. The record establishes that 
franchisors take advantage of the in- 
formational imbalance to sell fran- 
chises without disclosure of material 
facts. Among other practices, franchi- 
sors fail to disclose material facts con- 
cerning initial and recurring fees, the 
franchisor’s background, financial con- 
dition, current status, and contractual 
restrictions’ and termination provi- 
sions. Without such information, pros- 
pective franchisees lack material infor- 
mation concerning the price, the risks, 
the potential profitability, and even 
the nature and contents of the fran- 
chise offering. 

The failure to disclose material facts 
concerning the franchise offering, 
where the prospective franchisee is at 
an informational disadvantage, vio- 
lates public policy encouraging in- 
formed consumer purchasing deci- 
sions.’ The significant injury which 
such failure to disclose causes to pros- 
pective franchisees and franchisees is 
well established in the record. Accord- 
ingly, the Commission finds that the 


103 FTC y. Simeon Management Corp., 532 
F.2d 708, 716 (9th Cir. 1976); Alberty v. FTC, 
86 U.S. App. D.C. 238, 182 F. 2d 36, 39 (D.C. 
Cir. 1950) cert. denied, 340 U.S. 818 (1950). 

104 See, e.g., Segal v. FTC, 142 F. 2d 255 (2d 
Cir. 1944). 

1% See, e.g., Benrus Watch Co. v. FTC, 352 
F. 2d 313 (8th Cir. 1965); Haskelite Mfg. 
Corp. v. FTC, 127 F. 2d 765 (7th Cir. 1942). 

16 See, e.g., FTC v. Raladam Co., 316 U.S. 
149 (1942). 

7 See, e.g., Peacock Buick, 86 FTC 1532 
(1975); Trade Regulation Rule Regarding 
Deceptive Advertising and Labeling of Pre- 
viously Used Lubricating Oil, 16 CFR 
§ 406.5(b). 
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failure of franchisors to disclose mate- 
rial information about the franchise 
offering is an unfair act or practice in 
violation of section 5 of the Federal 
Trade Commission Act. 

(2) Deceptive acts or practices. A 
prospective franchisee purchases a 
franchise with certain expectations 
and assumptions: (1) That the fran- 
chise offers a bona fide employment 
opportunity, i.e., one that will return 
enough on his or her investment to 
earn a living; (2) that the franchisor’s 
experience and expertise will be of sig- 
nificant assistance; and (3) that the 
job will provide a measure of indepen- 
dence. These expectations are created 
not only by explicit promotional 
claims, but also by the very nature of 
the offering itself. Like other products 


which carry implied claims of function - 


simply by the very nature of the prod- 
uct, a franchise offering carries with it 
the implicit representation that it is 
not merely an investment or a job, but 
a “franchise” as that term is pcpularly 
understocd: An opportunity to work as 
an independent businessperson affili- 
ated with an experienced franchisor. 
While the prospective franchisee may 
understand that any business involves 
some risk and that profits are likely to 
depend in part on his or her own abili- 
ties, it is deceptive for franchisors to 
fail to disclose information about the 
material risks faced by franchisees in 
the ordinary course of business. It is 
also deceptive to fail to disclose mate- 
rial risk information where other rep- 
resentations made in the course of 
selling the franchise typically stress 
the lack of risk involved in the fran- 
chise relationship. 

Franchisors’ failure to disclose full 
information about initial and recur- 
ring costs associated with starting and 
operating the franchise misleads the 
prospective franchisee as to the finan- 
cial risk involved. The probability of 
the franchise being successful is also 
misrepresented by the failure to dis- 
close the true amount of the continu- 
ing investment the franchisee must 
make to keep the franchise running— 
e.g., rent and other recurring costs. 
Similarly, failure to disclose adverse 
information about the franchisor’s 
background, financial condition, and 
current status, is deceptive because it 
misleads the franchisee as to the true 
value of affiliation with the franchi- 
sor, and as a consequence, as to the 
true financial risk involved. A failure 
to disclose that the franchisor is on 
the verge of bankruptcy, for example, 
leaves the franchisee assuming that 
the franchisor will be in a position to 
deliver on its contractual obligations 
and provide assistance, expectations 
created not only in light of the explic- 
it representations typically made by 
franchisors, but also by the implied 
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representation that the franchise is in 
fact a viable job opportunity. 

In the same manner, it is deceptive 
for a franchisor to fail to disclose con- 
tractual restrictions and termination 
provisions which materially limit the 
franchisee’s anticipated ‘indepen- 
dence.” The record indicates that pros- 
pective franchisees do not expect such 
restrictions. '* In addition to mislead- 
ing the prospective franchisee as to 
the degree of independence he or she 
will have, failure to disclose contrac- 
tual restrictions and termination pro- 
visions misleads the _ prospective 
franchisee as to the risk involved in 
the relationship since such provisions 
may severely limit what the franchisee 
may do with his or her business (e.g., 
conveyance), or what he or she re- 
ceives upon termination in return for 
years of work. 

The record demonstrates the sub- 
stantial economic harm to franchisees 
who were misled as to the true risks 
involved in the franchise investment 
by the franchisor’s failure to disclose 
material facts concerning such matters 
as initial and recurring fees, the 
franchisor’s background, financial con- 
dition and current status, and contrac- 
tual restrictions. Therefore, the Com- 
mission finds that the failure to dis- 
close material information about the 
franchise offering, where the prospec- 
tive franchisee, in the absence of such 
disclosure, assumes the facts to be ma- 
terially different from the actual 
facts, is a deceptive act or practice in 
violation of section 5 of the Federal 
Trade Commission Act. 

C. Remedies. As articulated by the 
Supreme Court in Jacob Siegel Co. v. 
FTC, 327 U.S. 608, 612-613 (1946): 


The Commission is the expert body to de- 
termine what remedy is necessary to elimi- 
nate unfair or deceptive practices which 
have been disclosed. It has wide latitude for 
judgment and the courts will not interfere 
except where the remedy selected has no 
reasonable relation to the unlawful practice 
found to exist. 


Further, as noted by the Court, in 
enforcing its mandate to prevent 
unfair or deceptive trade practices, 
“* * * the Commission is not limited to 
prohibiting the illegal practice in the 
precise form in which it is found to 
have existed in the past * * * [but 
may] effectively close all roads to the 
prohibited goal * * *.” FTC v. Ruber- 
oid Co., 343 U.S. 470, 473 (1952). 

1. Authority of the Commission to 
promuigate trade regulation rules. It 
is clear from the decision in National 
Petroleum Refiners Association, et al. 
v. FTC, et al., 482 F. 2d 672, 698 (D.C. 
Cir. 1973), cert. denied, 415 U.S. 951 
(1974), that the Commission has the 
power to promulgate trade regulation 
rules under section 6(g) of the Federal 


108 See, e.g., notes 83 and 84, supra. 
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Trade Commission Act, 15 U.S.C. Sec- 
tion 46(g).1°9 

Arguments contained in comments 
received from various interested par- 
ties to the effect that the Commission 
has no authority to promulgate the 
recommended rule are therefore with- 
out merit.!'° 

2. Disclosure requirements. As noted 
in this chapter, the Commission has 
found that franchises have been mar- 
keted through unfair and deceptive 
acts and practices, including the fail- 
ure to disclose material facts, the use 
of unsubstantiated earnings claims 
and deceptive representations, and the 
failure to honor refund provisions. 
The franchisor’s ability to market 
franchises through these unfair and 
deceptive practices stems, in large 
part, from the informational imbal- 
ance that exists between the franchi- 
sor and the prospective franchisee. 
The prospective franchisee is, in the 
first instance, dependent upon the 
franchisor for any information about 
the franchise offering. If the franchi- 
sor fails to disclose material informa- 
tion, the prospective franchisee must 
make his decision without that infor- 
mation. If the franchisor misrepre- 
sents material information, the pros- 


The trade regulation rule herein is 
being promulgated under section 6(g) of the 
Federal Trade Commission Act, 15 U.S.C. 
§ 46(¢). In 1975, rulemaking procedures for 
the Commission were codified by statute in 
§ 202(a) of the Magnuson-Moss Warranty— 
Federal Trade Commission Improvement 
Act, 15 U.S.C. §57(a). The rulemaking pro- 
cedures of that Act are not applicable to the 
present rulemaking proceeding as_ per 
§ 202(c)(1) thereof. That section of the Act 
states in part that: “Any proposed rule 
under section 6(g) of such Act [§ 6(g) of the 
Federal Trade Commission Act, 15 U.S.C. 
§ 46(g)] with respect to which presentation 
of data, views, and arguments was substan- 
tially completed before such date [the date 
of enactment of the Magnuson-Moss Act, 
January 4, 1975] may be promulgated in the 
same manner and with the same validity as 
such rule could have been promulgated had 
this section not been enacted [as per 5 
U.S.C. § 553 of the Administrative Procedure 
Act].” Since the public record for the pro- 
posed rule was closed by the Commission on 
November 20, 1974, the “presentation of 
data, views, and arguments was substantial- 
ly completed” prior to the date of enact- 
ment of the Magnuson-Moss Act, and the 
Commission need not follow the rulemaking 
requirements set out therein. 

10The bulk of industry comments which 
advanced this proposition was filed prior to 
the denial of the petition for certiorari in 
Nat? Petroleum Refiners Assoc. v. FTC, 482 
F. 2d 672 (D.C. Cir. i973), cert. denied, 415 
U.S. 951 (1974). The Supreme Court’s denial 
of certiorari in that case clearly makes such 
arguments moot, however. For examples of 
such comments, see, e.g., R. III, 659-60, 
1359, Tr. 340, Tr. 804. In addition, however, 
several comments were received by the 
Commission subsequent to the National Pe- 
troleum Refiners decision. See, e.g., R. V, 
1224 (Exxon), 2358 (Shell), and 1994 (Atlan- 
tic Richfield). 
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pective franchisee is unable to check 
the accuracy of the information pro- 
vided because there is no other source 
of information about the franchise of- 
fering. 

Requiring disclosure is an appropri- 
ate remedy where, as here, the abuses 
stem from a lack of information. Dis- 
closure requirements are_ effective 
means of curbing the “half-truth” and 
the failure to disclose used in market- 
ing franchises because they provide 
prospective franchisees with at least 
the minimal information needed to 
make an informed decision whether to 
enter the franchise relationship. By 
specifying the type of information 
which should be provided, the rule 
prevents franchisors from selectively 
disclosing only the information which 
is favorable to them. Further, by es- 
tablishing a uniform, minimal set of 
required information, disclosure re- 
quirements enhance the efficiency of 
markets by facilitating comparison of 
competing franchise offerings. Requir- 
ing affirmative disclosure to remedy 
deception and unfairness is a well es- 
tablished remedy in Commission 
cases,''! guides,''!? and trade regulation 
rules. ''* 

Therefore, the Commission has pro- 
mulgated the disclosure requirements 
of section 436.1(a) to redress the fun- 
damental imbalance of information 
that exists between the franchisor and 
the prospective franchisee. This sec- 
tion requires franchisors (or franchise 
brokers) to provide to prospective 
franchisees a disclosure statement 
which “accurately, clearly, and con- 
cisely” sets out specified types of in- 
formation which are material to the 
decision to enter into the franchise re- 
lationship. A detailed discussion of 
each fact required to be disclosed, in- 
cluding the record support and ratio- 
nale for such disclosure, is contained 
in Chapter IV. In brief, however, the 
disclosures required go directly to 
those areas in which the Commission 
has found there to be misrepresenta- 
tions and nondisclosure of informa- 
tion. Paragraph (a) requires the disclo- 
sure of information about the franchi- 
sor (financial status, business experi- 
ence, litigation and bankruptcy histo- 
ry), its officers and directors, the serv- 
ices, supplies, and equipment to be 
provided as part of the franchise pack- 


"See, e.g., Haskelite Mfg. Corp. v. FTC, 
127 F. 2d 765 (7th Cir. 1942); Keele Hair & 
Scalp Specialists, Inc. v. FTC, 275 F. 2d 8 
(5th Cir. 1960); Waltham Watch Co. v. FTC, 
318 F. 2d 28 (7th Cir. 1963); J. B. Williams 
Co. v. FTC, 381 F. 2d 884 (6th Cir. 1967); 
Lorillard, Inc. v. FTC, 80 FTC 455 (1972). 

2See, e.g., Jewelry Industry, 16 CFR § 23; 
Metallic Watch Band Industry, 15 CFR § 60; 
Upholstery and Drapery Products Industry, 
16 CFR § 205; Shoe Content and Labeling, 
16 CFR § 224. 

"3See Trade Regulation Rules cited in 
note 101, Supra. 
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age, the terms of any contractual pro- 
visions which limit or restrict the 
franchisee’s operations or which pro- 
vide territorial protection, and a de- 
scription of any initial or recurring 
fees which must be paid by the 
franchisee. In addition, the franchisor 
must also disclose the names and ad- 
dresses of 10 franchisees nearest to 
the prospective franchisee. This infor- 
mation provides the _ prospective 
franchisee with an independent source 
of information about the franchise 
from which he or she can determine 
whether the franchisor has in fact 
“accurately” described the franchise 
offering. ¥ 

Paragraphs (b) through (e) of the 
rule do not require disclosures. If 
franchisors choose to make represen- 
tations concerning profits, income or 
sales to prospective franchisees or in 
the media, however, those paragraphs 
do require certain disclosures which 
are intended to give the prospective 
franchisee information which will 
enable him or her to evaluate the 
merits of the franchisor’s claim. The 
details of such disclosures are dis- 
cussed in Chapter IV, but in general 
the disclosures require information 
about the bases and assumptions on 
which the claim relies and about the 
representativeness of the claim. Like 
the disclosure requirements in para- 
graph (a), those in paragraphs (b)-(e) 
prevent the use of misleading repre- 
sentations by preventing franchisors 
from selectively disclosing information 
which is favorable to them and with- 
holding unfavorable information. 

3. Prohibitions. 

The rule also contains a number of 
prohibitions which forbid franchisors 
from using the unfair or deceptive acts 
or practices demonstrated in the 
record. By forbidding such acts or 
practices, the rule makes such prac- 
tices violations of section 5 of the Fed- 
eral Trade Commission Act and sub- 
jects the violator to Commission 
action. Such prohibitions are neces- 
sary to curb unfair and deceptive con- 
duct which cannot be remedied by 
simple disclosure. 

The introductory paragraph of the 
rule requires that the information to 
be contained in the disclosure state- 
ment be set out “accurately.” This 
provision thus directly prohibits the 
use of deceptive representations in the 
disclosure statement and makes such 
statements independent violations of 
the rule. 

Paragraph (h) of section 436.1 pro- 
hibits franchisors from failing to 
refund fees or deposits in accordance 
with contractual obligations. While a 
breach of agreement subjects the 
franchisor to a private contract action, 
the prevalence of this practice as well 
as the inability as a practical matter of 
franchisees to obtain relief in private 


suits (as discussed in Chapter IV) has 
led the Commission to prohibit such 
practices directly in the rule. A failure 
to refund is a violation of the rule. 

Paragraphs (b)-(e) of section 436.1 
prohibit franchisors from making rep- 
resentations concerning franchise 
profits, sales, or income, to prospective 
franchisees or in the media, unless 
they meet certain criteria set out in 
the rule. This prohibition is necessary 
in light of the serious effect of the de- 
ceptive representations involved in 
such promotional claims, and the 
unfair use of unsubstantiated claims. 
The rule accordingly requires that 
franchisors have material supporting 
the claim which constitutes a reason- 
able basis for the claim. The direct 
prohibition of unsubstantiated claims 
is necessary in light of the importance 
of such promotional claims in the re- 
cruitment of franchisees and the sub- 
stantial harm created by such claims. 
The rule also establishes other stand- 
ards for earnings representations that 
are necessary to indicate the context 
in which they appear. The Commis- 
sion has recognized the need for such 
prohibitions in a large number of cases 
which involved the use of unsubstanti- 
ated claims. '"* 

Paragraphs (a)(21) and (f) prohibit 
the franchisor from providing to the 
prospective franchisee information 
which is ‘‘contradictory to” the infor- 
mation required to be disclosed by the 
rule. As discussed in detail in Chapter 
IV, this prohibition is necessary to 
prevent a situation in which the 
franchisor ‘‘accurately”’ sets out infor- 
mation in the disclosure statement but 
contradicts it in a sophisticated sales 
presentation. This prohibition makes 
this practice an independent violation 
of the rule and prevents a serious 
misuse of the franchise disclosure doc- 
ument. 


D. CONCLUSIONS 


In finding that franchises have been 
marketed through unfair and decep- 
tive acts or practices in violation of 
section 5 of the Federal Trade Com- 
mission Act, 15 U.S.C. section 45, and 
in determining that the disclosure re- 
quirements and prohibitions of the 
rule are therefore necessary to pre- 
vent future unlawful franchise mar- 
keting practices, the Commission has 


14 National Dynamics Corp., 82 FTC 488 
(1973), appeal denied in part and cause re- 
manded in pari, 492 F. 2d 1333 (2d Cir. 
1974), 85 FTC 391 (1975) (on remand); Uni- 
versal Credit Acceptance Corp., 82 FTC 570 
(1973) set aside in part sub. nom., Heater v. 
FTC, 503 F. 2d 321 (9th Cir. 1974); Universal 
Electronics Corp., 78 FTC 265 (1971), recon- 
sideration den., 78 FTC 1576 (1971); Wind- 
sor Distributing Co., 77 FTC 204 (1970), 
aff'd and enforced, 437 F. 2d 1692 (1962), 
aff'd, 318 F. 2d 28 (7th Cir. 1963), cert. 
denied, 375 U.S. 944, rehearing den. 375 U.S. 
998. 
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focused on the informational imbal- 
ance that exists between the prospec- 
tive franchisee and the franchisor and 
the serious financial and personal 
risks faced by prospective franchisees 
in entering into and operating a fran- 
chise business. The nondisclosure or 
misrepresentation of material facts re- 
garding the critical elements of the 
franchise offering prevent prospective 
franchisees from being able to assess 
the risks of becoming involved with a 
particular franchise and weighing 
them against the potential benefits of- 
fered by such involvement. The poten- 
tially disastrous economic effects of 
the nondisclosure or misrepresenta- 
tion of such material information on 
the prospective franchisee, and the se- 
rious misallocation of investment re- 
sources that result therefrom, have 
led the Commission to determine that 
such conduct is unfair and deceptive 
in violation of section 5 of the Federal 
Trade Commission Act. 


CHAPTER IV.—ANALYSIS OF PROVISIONS 


A. INTRODUCTORY JURISDICTIONAL 
PARAGRAPH 


The jurisdictional scope of the rule 
includes activities relating to franchise 
relationships, where such activities are 
“in commerce” or “affect commerce” 
within the meaning of section 5 of the 
Federal Trade Commission Act, 15 
U.S.C. § 45. “Affecting commerce” lan- 
guage has been added to the rule in 
order to conform it to section 201(a) of 
the Magnuson-Moss Warranty-Federal 
Trade Commission Improvement Act, 
Pub. L. 93-637 (Jan. 4, 1975), which ex- 
tends the Federal Trade Commission’s 
jurisdiction to acts ‘affecting’ com- 
merce.' While the Commission believes 
that most if not all franchisors and 
franchise brokers engage in business 
activities which are actually ‘in com- 
merce,” this language change is in- 
tended to make clear that the duties 
imposed by the rule apply to all 
franchisors and franchise brokers 
within the Commission’s jurisdiction. 
Thus, the Commission finds that it is 
an unfair or deceptive act or practice 
for a franchisor or franchise broker, 
acting in or affecting commerce, to fail 
to furnish prospective franchisees 
with a disclosure statement concern- 
ing the franchise being offered. 


B. DISCLOSURE REQUIREMENTS 


The disclosures required by the rule 
must be ‘‘provided to the prospective 
franchisee on an early and timely 
basis,”’ since once the prospect has 
been “hooked,” it is difficult, if not im- 
possible to ‘‘extricate himself.” (Small 


‘As noted previously, however, the rule- 
making procedures of the Magnuson-Moss 
Warranty—Federal: Trade Commission Im- 
provement Act are not applicable to the pre- 
sent rulemaking proceeding. See § 202(c)(1) 
thereof. 
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Business Administration, R. II, 3177). 
Further, such disclosures must be “ac- 
curately, clearly and concisely stated” 
as noted in section 436.1(a) (emphasis 
added). This language has been includ- 
ed within the rule in order to empha- 
size the need for accuracy and ease of 
comprehension in the disclosure state- 
ment. It is comparable to the require- 
ments found in the Uniform Franchise 
Offering Circular (see appendix A 
hereto). 

1. Identifying information as to 
franchisor—Section 436.1(a)(1). The 
record discloses no serious opposition 
to the required disclosure of the ele- 
mentary, though essential, items of in- 
formation relating to the identity of 
the franchisor. It is evident that in 
order to make an informed and rea- 
sonable decision to enter a franchise 
relationship,” prospective franchisees ° 
must be given information about the 
parties with whom they are dealing 
since some franchisors do not provide 
full and accurate information about 
such matters.‘ 

However, the language of the revised 
proposed rule has been changed to re- 
flect clarifications recommended in 
comments received on the record. For 
example, the language “if any’ has 
been added to section 436.1(a)(1)Gi) in 
recognition of the fact that a franchi- 
sor may not have a parent firm or 
holding company.® While the language 
in section 436.1(a)(1)(ii) is new, it close- 
ly parallels the language in the previ- 
ous subsection. This new language is 
necessary to allow the prospective 
franchisee to distinguish between the 
trademark or trade name of the 
franchisor and those of companies 
“whose products the franchisor 
merely distributes,” since numerous 
franchisors distribute franchise prod- 
ucts which do not bear their trade- 
mark but that of a third party suppli- 
er or manufacturer.® 

Section 436.1(a)(1)(iii) of the rule is 
of similar intent. It requires disclosure 
of the trade names, trademarks, or 


°From comments received on the record, 
it is evident that a franchise may be ‘li- 
censed,” for example, as an alternative 
method of operation to a “‘sale.”” See Gener- 
al Motors, R. V, 2476; and the discussion of 
§ 436.2(k)—‘“‘Sale of a Franchise,” infra. 

3’The meaning of the term ‘prospective 
franchisee” is discussed in reference to 
§ 436.2(e) of the rule, infra. 

‘See R. VI, 671, 1000, 1535, and 2696, for 
examples of these situations. Language revi- 
sions of §§ 436.1(a)(1)(i), and 436.1(a)(i)(b) of 
the revised proposed rule (appendix C) have 
been made so as to make it clear to prospec- 
tive franchisees which party they will be 
dealing with in the franchise relationship 
and which products or services will be in- 
volved. See also Lefkowitz Remarks at R. II, 
551-601. 

5 Metal Building Manufacturer’s Assoc., R. 
V, 2259. 

®See the discussion concerning § 436.2(a), 
below, for record comments concerning such 
“business opportunity” schemes. 
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service marks used by the franchisor 
for marketing its products or services 
or under which the _ prospective 
franchisee will be doing business.’ 

Section 436.1(a)(1) of the rule is ba- 
sically similar to the disclosure re- 
quirements of the Uniform Franchise 
Offering Circular (“UFOC’”’). It is, 
however, in some respects narrower 
than the UFOC, which requires disclo- 
sure of the predecessor of the franchi- 
sor, and a detailed series of disclosures 
concerning the franchisor’s. trade- 
marks, and patents. The rule does re- 
quire disclosure of one item not explic- 
itly found in the UPFOC—i.e., the name 
and address of a parent company. 

An additional change from the re- 
vised proposed rule concerns the relo- 
cation of section 436.1(a)(1)(c) of that 
version, which has been revised and 
placed in section 436.1(a)(9).5. The 
Commission has adopted the disclo- 
sure requirement set out in section 
436.1(a)(1) in recognition of the sub- 
stantial risk faced by a prospective 
franchisee in entering into a franchise 
relationship. Given the _ significant 
degree of reliance which a prospective 
franchisee places upon the franchisor, 
information descriptive of the franchi- 
sor’s identity is clearly material, i.e., it 
would have a substantial likelihood of 
affecting the prospective franchisee’s 
decision of whether to enter into a 
business relationship with that 
franchisor. (See, e.g., Prof. Urban B. 
Ozanne, R. II, 3893.). Failure to dis- 
close such material information, or 
the misrepresentation thereof, is 
therefore an unfair and deceptive 
trade practice in violation of section 5 
of the Federal Trade Commission Act, 
15 U.S.C. § 45, since it (1) misleads the 
franchisee as to the parties with whom 
he or she is dealing and (2) could read- 
ily result in economic injury to the 
franchisee because of his or her inabil- 
ity to make a rational decision as to 
whether to enter into the franchise re- 
lationship. 

2. Business experience of franchi- 
sor’s directors and executive officers— 
Section 436.1(a}(2). As noted by Prof. 
Urban B. Ozanne and numerous other 
interested commentators, cited infra, 
the business experience of persons 
who direct the business of the franchi- 
sor is of critical importance within the 
franchise relationship. More specifi- 
cally, he stated that: 


7See generally, Lefkowilz Remarks, R. Il. 
551-601. 
8See the discussion infra. Section 
436.1(a)(1)(c) of the revised proposed rule 
has been moved to its present location 
within the rule in response to several criti- 
cal comments as to the language of the 
former paragraph. See International Fran- 
chise Association, R. III, 984; American 
Retail Federation, R. III, 1694; Pizza Hut, 
Inc., Tr. 896; Homemakers’ Home & Health 
Care Services, Inc., Tr. 362; Thomas 
Murphy, R. ITI, 984-985. 
*See R. II, 3892-3893A. The Commission 
has received numerous complaints from 
Footnotes continued on next page 
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This information is essential if a franchi- 
see is to make an informed investment deci- 
sion. The franchisee depends upon the busi- 
ness expertise of the franchisor. In fact, the 
franchisee gives up substantial control over 
elements of his business operation to the 
franchisor. The franchise relationship as- 
sumes that the franchisee knows littie or 
nothing about site selection, market condi- 
tions, work layout, product mix, business 
management, and the many other ingredi- 
ents in a successful franchise. Because of 
the level of control exerted by the franchi- 
sor, the success or failure of the franchisee 
depends on the competence, judgment and 
financial soundness of the franchisor. '® 


These and other comments received 
by the Commission provide a broad 
base of support for requiring the dis- 
closure of the “business experience” of 
the franchisor’s current directors and 
executive officers.'! Disclosure of such 
“business experience” will provide the 
prospective franchisee with an impor- 
tant indication of the franchisor’s 
competence and financial soundness. '* 
In this regard, a diverse group of indi- 
viduals and businesses commented fa- 
vorably on the need for disclosure of 
information of the type required in 
section 436.1(a)(2) of the rule. Among 
such favorable comments were those 
of a franchise trade journal publish- 
er,’ the National Better Business 
Bureau, Inc.,'* industry members, 
trade associations, '* government repre- 


Footnotes continued from last page 


both prospective and actual franchisees in- 
dicating the seriousness of the information- 
al imbalance between franchisee and 
franchisor. See, e.g., Curley, R. VI, 1760- 
1782; Murphy, R. VI, 1901-1906; Tinkham, 
R. VI, 1293-1298; Lifsey, R. VI, 65-67. This 
informational imbalance has also been the 
subject of much academic discussion. See, 
e.g., comments submitted by Prof. Shelby D. 
Hunt, R. II, 3830-3946. Further, State regu- 
latory officials have also expressed concern 
over this problem. See, e.g., Lefkowitz Re- 
marks, R. II 551-601. 

R. IT, 3893. 

"See, e.g., R. IV, 21, 53, 66, 68, 94, 108-109, 
118, 522, 620, 1155, 1350, 1433, 1481, 1505, 
1636 and 1644, for such favorable comment 
from franchisees and attorneys involved in 
franchising law. Favorable comments with 
specific criticism of specific parts of the 
“business experience” disclosure were also 
received from franchisors and other indus- 
try representatives. See, e.g., International 
Franchise Association, R. V., 2126-2127; and 
Thomas H. Murphy, Tr. 1603. 

"See comments by Prof. Urban B. 
Ozanne, R. II, 3889-3897. See also Lefkowitz 
Remarks, R. II, 551-601, and Report of the 
Select Committee on Small Business, United 
States Senate on the Impact of Franchising 
on Small Business, S. Rep. No. 91-1344, 91st 
Cong. 2d sess. (1970), at R. II, 909. 

Murphy, Tr. 1603. See also Williams 
Hearings, supra at R. II, 225. 

“Td. at R. II, 505. 

See, e.g., Avis, Tr. 822; American Oil, R. 
III, 1377; Gambles, R. III, 167. 

See, e.g., International Franchise Associ- 
ation, R. VI, 2085. 


RULES AND REGULATIONS 


sentatives,'? and numerous consumers 
and franchisees. '* 

In addition, much of the legislation 
at both the State '° and Federal level 7° 
recognizes the need for disclosure of 
information as to the ‘“‘business experi- 
ence”’ of those who direct the business 
of the franchisor. For example, the 
Uniform Franchise Offering Circular, 
at paragraph (2) thereof requires dis- 
closure of, inter alia, the ‘“‘identity and 
business experience of persons affili- 
ated with the franchisor.” 2! It would 
appear clear that the basic function of 
such statutory provisions is to provide 
the prospective franchisee with in- 
sight into the “honesty, integrity, fi- 
nancial standing and general reliabil- 
ity’ of the franchisor and its manage- 
ment. As noted by one governmental 
representative in commenting upon 
the importance of such factors, ‘“‘reluc- 
tance, inability, or unusual delay on 
the part of the seller [i.e., the franchi- 
sor] to supply this information or 
advise where it may be independently 
obtained should be cause for hesita- 
tion and further examination.” 2? 


17See, e.g., R. II, 628-629 and the testimo- 
ny of Clark L. Bradley, Williams Hearings, 
supra at R. II, 558-9. In this respect, see 
also R. II, 2579, testimony of William J. 
Cotter, Chief Postal Inspector, noting that, 
“Central in any financial dealing that re- 
quires trust in, and performance by a second 
party, is the honesty, integrity, financial 
standing, and general reliability of that 
party. As an elementary prerequisite to em- 
barking on any business venture one must 
thoroughly investigate these factors.” Nu- 
merous State franchise laws are also in ac- 
cordance with this provision of the rule. See 
also note 19, infra. 

See, e.g., R. IV, 21, 53, 66, 68 and 108- 
109. 

19See, e.g., Michigan Franchise Act, Mich. 
Comp. Laws, § 445.1541; Minnesota Fran- 
chise Act, Minnesota Stat. Chapter 80C 
(1973 Supp.) and Wisconsin Franchise In- 
vestment Law, Wisconsin Stat. §553. The 
Select Committee on Small Business of the 
United States Senate in its Report on the 
Impact of Franchising on Small Business, 
discussed the experience of the Attorney 
General of New York as to the need for a 
“business experience” disclosure as follows: 
“The New York investigation * * * disclosed 
that ex-convicts and persons under indict- 
ment now dominate and control certain 
franchise companies. The New York study 
found no evidence of organized crime in 
franchising, but Mr. Lefkowitz feels that: 
‘Never has there been an industry more ripe 
for it to move in because of the absence of 
reliable information.’ ”’ R. II, 925. 

°See, e.g., the forms required to be filed 
with the S.E.C. pursuant to Securities Act 
of 1933, 15 U.S.C. 77a et seq.; Securities Ex- 
change Act of 1934, 15 U.S.C. 77b et seq. and 
comments of William J. Cotter, Chief Postal 
Inspector, R. II, 2579. 

tei See paragraph 2 of the UFOC in appen- 


* dix A. 


“William J. Cotter, R. II, 2579. As noted 
by Attorney General Lefkowitz, lack of ex- 
perience among franchisors is not uncom- 
mon. Specifically, he stressed the following 
(R. II, 551-601): ‘We also found that 36 per- 


This is not to state that the record is 
free of negative commentary regard- 
ing certain information required in 
section 436.1(a)(2) of the rule.?> How- 
ever, the present language in this por- 
tion of the rule is responsive to the 
great majority of objections voiced in 
this regard. For example, as to the 
scope of the time period during which 
the disclosures required by section 
436.1(a)(2) must be made, the Commis- 
sion received several comments that a 
“5-year period” would be most desir- 
able.** This suggestion has been incor- 
porated in the rule within the first 
sentence of section 436.1(a)(2) in order 
to achieve uniformity with other re- 
porting requirements and to reduce 
unnecessary burdens. It is now consist- 
ent with language in the Uniform 
Franchise Offering Circular.” 

An important clarification in this 
section of the rule is the inclusion of a 
definition of the term “executive offi- 
cers.” The need for such a definition 
became apparent from comments re- 
ceived on the public record of the re- 
vised proposed rule.** In order to facili- 
tate the making of the _ section 
436.1(a)(2) disclosure,?’? the definition 


cent of * * * franchisors, [under a New York 
State study] were in business 2 years or less. 
We further found that at least half of these 
companies went into franchising not be- 
cause they had a successful product but be- 
cause they had an item that they believed 
could be franchised.” 

23See, e.g., Standard Oi! of California, R. 
III, 423; International Telephone & Tele- 
graph, R. III, 216; Chrysler Corp., R. III, 
376; Coolidge, Wall, Matusoff, Womsley & 
Lombard, R. VI, 529; Quality Inns, R. VI, 
2453; Gulf Oil Co., R. VI, 1129. 

24See, e.g., International Franchise Associ- 
ation, R. III, 993; McDonald’s, R. III, 1523; 
and, Cut & Curl, Inc., R. III, 289. The reduc- 
tion of business experience disclosure to a 5- 
year period brings the rule in conformity 
with the requirements of several State stat- 
utes, such as that in California, see Califor- 
nia Franchise Investment Law, Cal. Code 
§ 31000, R. V, 662. 

2As per paragraph (2) therein, “with 
regard to each person listed,” the franchisor 
must disclose “his principal occupations and 
employers during the past 5 years.” (See 
app. A.) 

2See Household Finance Corp., R. V, 
2003; Machinery and Allied Products Insti- 
tute, R. V, 2192; Coolidge, Wall, Matusoff, 
Womsley & Lombard, R. V, 529. All of those 
commenting saw difficulties with the mean- 
ing of the term “chief executive officers” in 
§ 436.1(a)(3) of the revised proposed rule, 
see app. C, and questioned whether various 
company officials would be included within 
that definition. The revised definition in 
§ 436.1(a)(2) of the rule is designed to make 
it clear to whom the term refers. For exam- 
ple, the world “chief” has been deleted from 
the present term employed within this para- 
graph of the rule—‘executive officers’—in 
response to specific comments raising ques- 
tions in this regard. 

27While several industry members ques- 
tioned the need for a disclosure of this type 
in any form, see, e.g., Gulf Oil, R. V, 1130, 
other industry members endorsed the need 

Footnotes continued on next page 
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employed in the rule follows a list de- 
veloped by the States which have 
adopted the Uniform Franchise Offer- 
ing Circular.?® Such individuals as “‘fi- 
nancial, franchise marketing, training, 
and service officers” are included 
within the noted definition since as 
noted by one comment received by the 
Commission, “many fraudulent oper- 
ations * * * do not list the prime mover 
of the scheme as a ‘chief executive of- 
ficer.’ [Rather], often the principal is 
listed as vice-president or treasurer, 
while a person with no real responsi- 
bility is listed as ‘chief executive offi- 
cer.’”’?? Further, the franchisee may 
need to directly rely upon the experi- 
ence and knowledge of such person in 
conducting the franchise business. 
The first proposed rule required dis- 
closure of business experience of ‘10 
percent stockholders.” * This provi- 
sion received serious criticism.*! For 
example, several comments on the 
record indicate that disclosure of “af- 
filiated- persons” such as 10 percent 
stockholders might prove overly ‘‘vex- 
atious.’’*? The Commission has con- 
cluded that disclosure of current 10 
percent stockholders is unwarranted 
in the context of section 436.1(a)(2). 
Although such persons may be “in a 
strategic position to control or influ- 
ence the control of” a corporate 
franchisor, franchisors—particularly 
those large franchisors who are public- 
ly held—would have substantial diffi- 
culty in compiling this information.** 
Two other important portions of sec- 
tion 436.1(a)(2) of the rule include 
clarification of what had been meant 
by “biographical data’ as employed in 


Footnotes continued from last page 
for a “business experience” disclosure but 
criticized the specific language of 
§ 436.1(a)(2) of the revised proposed rule. 
See, e.g., International Franchise Associ- 
ation, R. V, 2063, suggesting that the disclo- 
sures required by § 436.1(a)(ii)(a@) of the re- 
vised proposed rule be limited to “current” 
directors of the franchisor. The rule as now 
written reflects the validity of such a sug- 
gestion. 

2*8See paragraph (2) of the UFOC in app. 


A. 

22? Westoff, R. V, 28. 

3° See § 436.1(a)(3), app. B. 

*The first proposed rule required such 
disclosure for a period encompassing the 
past 10 years, while § 436.1(a)(2) of the final 
rule set forth a more limited disclosure 
period of 5 years. 

See, e.g., Mr. Quick, Inc., R. III, 1193; 
and International Franchise Association, R. 
V, 2134. A good deal of commentary critical 
of the 10 percent stockholder disclosure cen- 
tered on the alleged “lack of control” which 
such stockholders have over the manage- 
ment of a publicly owned company. See, 
e.g., Thomas H. Murphy, Tr. 1603-1604; 
Sears, Roebuck & Co., Tr. 1731; and Prof. 
Bruce J. Walker, R. III, 993. 

33See Ellerin v. Mass. Mutual Life Ins. Co., 
167 F. Supp. 71, 78 (S.D. N.Y., 1958), aff'd 
270 F. 2d 259 (2d Cir. 1959). 

%See Murphy, Tr. 1603-04; Sears, Roe- 
buck & Co., Tr. 1731. 
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the revised proposed rule, and deletion 
of the “listed company” exception. In 
response to critical comments as to the 
meaning of ‘biographical data” as 
used in section 436.1(a)(ii) of the re- 
vised proposed rule, the rule now uses 
the term “business experience” which 
is clearer in meaning and which is con- 
sistent with the language in the Uni- 
form Franchise Offering Circular.* In 
addition, the term “business experi- 
ence” is defined within the final sen- 
tence in section 436.1(a,(2) to require 
disclosures of the “principal occupa- 
tions and employers” of the franchi- 
sor’s directors, and executive officers.*® 

The deletion of the “listed compa- 
ny” exception in section 436.1(a)(2) 
follows the regulatory scheme suggest- 
ed in the first proposed rule.*?7 The 
“listed company” exception has been 
deleted since the record indicates that 
misrepresentations and_ disclosure 
abuses have not been confined to 
small franchisors, and, in fact, are 
found with respect to large franchisors 
as well.** Furthermore, the exception 
as proposed would have discriminated 
against both companies whose regis- 
tered stock is sold on the over-the- 
counter market *° as well as subsidiar- 
ies of foreign-based corporations.” 


3% See para. (2) of the UFOC in app. A. As 
noted by the International Franchise Asso- 
ciation in commenting on the term “bio- 
graphical data” as used in § 436.1(a)(2) of 
the revised proposed rule,” it is difficult to 
determine the limits of the biographical 
data which the rule requires: The truly rele- 
vant data is the business experience of di- 
rectors and officers.” R. V, 2094. In this 
regard, the term “biographical data” has 
been deleted from the rule since it might 
compel disclosure of extraneous informa- 
tion. 

%The derivation of this definition of 
“business experience” as it pertains to indi- 
viduals included within § 436.1(a)(2) is found 
in para. (2) of the UFOC in app. A. 

7 As originally published, § 436.1(a)(3) of 
the first proposed rule contained no such 
“listed company” exception. See app. B. 

38Prof. Donaid S. Chisum, R. II, 3157. See 
also Prof. Donald Thompson, Tr. 323, 
noting ‘‘there are as many abuses in large 
companies as in small, and the same re- 
quirement should apply to both.” Such in- 
formation is important to franchisees. See 
discussion supra. 

39Several comments specifically pointed 
out the unfair effects which would result 
from the language of the exception as in- 
cluded in the revised proposed rule. For 
criticisms of the “‘listed company” exception 
as being too narrow, and therefore not par- 
ticularly workable, see Machinery and 
Allied Products Institute, R. V, 2192; Metal 
Building Manufacturers Association, R. V, 
2260; and National A&ssociation of Securities 
Dealers, R. V, 2899. Despite such negative 
commentary, however, such companies were 
generally in favor of an exception of some 
kind for publicly held companies. 

4#9See, e.g., Toyota, R. V, 2521; and Volks- 
wagen, R. V, 2544. However, both of these 
companies, as well, were generally in favor 
of an exception of some kind for publicly 
held companies. 
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Since the disclosures required by scc- 
tion 436.1(a)(2) are similar to those 
presently required by the Securities 
and Exchange Commission, comments 
were received which favored retention 
of the “listed company” excepticn.*! 
However, the public record would 
appear to support the need for no 
such “exception” from the rule, due 
both to the importance of the infor- 
mation required in section 436.1(2)(2), 
and the difficulty prospective franchi- 
sees would experience in obtaining 
such information, since it is chiefly 
available at the Securities and Ex- 
change Commission only through 
careful examination of unrelated sub- 
missions.*? Even assuming that such 
information is provided by some com- 
panies which are franchisors, it would 
appear evident that a significant 
number of franchisors do not come 
within the pertinent Securities and 
Exchange Commission regulations, 
thereby placing an unwarranted 
burden on prospective franchisees to 
determine whether in fact they are 
dealing with a “listed company.” ” 
The complexity of SEC documents, 
and the limited business acumen and 
small capitalization characteristic of 
many prospective franchisees would 
seriously impair comprehension of the 
franchisor’s business experience in 
such a format, even were the prospec- 
tive franchisee successful in making 
the initial determination which such a 
“listed company” exception would re- 
quire—i.e., whether in fact the 
franchisor was ‘‘listed’”’ on a “national 
stock exchange.” “* Therefore, it is 
clear that successful operation of the 
rule would be hindered by the reten- 
tion of such a “‘listed company” excep- 
tion, a fact which would appear to 
have been recognized in the Uniform 
Franchise Offering Circular.* 


“1See, e.g., Chrysler Corp., R. ITI, 376; and 
Mobil Oil Corp., R. V, 2444. In this regard, 
since the information is already prepared 
for SEC purposes, it is readily available for 
the purposes of this rule. 

42See discussion of related questions con- 
cerning SEC filings, supra. See also H. 
Brown, R. V, 1152-53. 

43Placing such a burden upon the prospec- 
tive franchisee would only appear to aggra- 
vate the informational imbalance already 
present between franchisee and franchisor. 
Such a result would be directly contrary to 
the “full disclosure” policy embraced within 
§ 436.1(a)(2) of the rule. See Urban B. 
Ozanne, R. II, 3892, and Shelby D. Hunt, R. 
II, 3830-3946, and compare Charles L. 
Vaughn, Director, Office of Special Pro- 
grams and Services, Boston College, Tr. 
1094-1097. 

44To find this out, prospective franchisees 
would first have to check with the SEC ora 
stockbroker to determine whether the com- 
pany was a listed company. Then they 
would have to find out where they could get 
access to SEC records and go to such place 
to review the rather complicated filings, or 
order such material from the SEC at a con- 
siderable cost both in time and money. 

4 See para. (2) therein in app. A. 
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The disclosures required by section 
436.i(a)(2) of the rule thus go toward 
making critical “business experience” 
information available to the franchi- 
see within a single document. 

The Commission has concluded that 
failure to disclose material informa- 
tion of this type, or the misrepresenta- 
tion thereof, is a deceptive and unfair 
trade practice in violation of section 5 
of the Federal Trade Commission Act, 
15 U.S.C. § 45, since it (1) misleads the 
prospective franchisees as to the busi- 
ness experience of the parties with 
whom they are dealing, and (2) could 
readily result in economic injury to 
franchisees due to their heavy depen- 
dence upon the experience of those 
persons associated with the franchisor. 

3. Business experience of the 
franchisor—Section 436.1(a)(3). As 
stated in the discussion relating to sec- 
tion 436.1(a)(2), the Commission has 
received comments which provide a 
broad base of support for a require- 
ment that a franchisor disclose its 
‘business experience.” ** As indicated 
by Prof. Urban B. Ozanne, disclosure 
of such “business experience” will pro- 
vide prospective franchisees with part 
of the information bearing upon the 
critical issue of the franchisor’s ‘‘com- 
petence, judgment and financial 
soundness.” 47 In this regard, Professor 
Ozanne also noted that “franchisor 
failure is not a rarity.”** As empha- 
sized in further comments received by 
the Commission, prospective franchi- 
sees are very much akin to consumers 


who desire to purchase a new prod- 
uct.*? In this respect: 


* * * prospective franchise purchasers * * * 
have the right to an adequate and sufficient 
information set before making a final pur- 
chase decision. * * * Thus, the information 
set disclosed by the franchisor must be of 
such breadth and depth that the potential 
2urchaser can determine, with a reasonable 
degree of certainty * * * whether the fran- 
chise is a sound business operation. * * * * 


‘6 See, . comments 
thr ough 18, of this Chapter, supra. See also 
Thomas Murphy, Tr. 1605; Prof. Bruce J. 
Walke : 03; Homemakers’ Home & 
Health Care Services, Inc., Tr. 363; McDon- 
alds Corp., 523; and Internationa! 
Franchise ion, R.V, 2074. As seen 
from these ther comments regarding 
the need for ranchisor “business experi- 
ence” disclosure, support for such a disclo- 

come from, among oth ers, trade as- 
stry representatives, Federal 
ental officials and regula- 
emics, and numerous con- 
fr ’ acitabe es 


cited in notes 11 


“Id. LS 5 noted therein, Professor 
Print states that his “data indicates that 
a minimum of 54 fast-food franchise sys- 
tems failed during 1968 and 1969.”" See also 
Lefkowitz Remar we, R.ITI, 551-601; Harold 
Brown, R.V, 1153; Prof. Shelby D. Hunt, 
R.II, 3830-3946; and International Fran- 
chise Association, R.V, 2113. 

Prof. Bruce J. Walker, Tr. 

Td. 


1703. 
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The record indicates that such 
franchisor “business experience” is an 
important factor in aiding prospective 
franchisees in making their decision to 
purchase a franchise.*' In this respect, 
it is to be noted that. section 
436.1(a)(3 iii) of the rule requires dis- 
closure of the length of time the 
franchisor has conducted a business or 
offered or sold a franchise for a busi- 
ness operating under the trademark, 
trade name, or service mark which 
identifies the goods, commodities, or 
services to be offered, sold, or distrib- 
uted by the prospective franchisee. 

The International Franchise Associ- 
ation did voice certain criticisms of 
section 436.1(a)(3), of the revised pro- 
posed rule, suggesting that it would be 
improved by an express requirement 
for disclosure relating to the business 
experience of the franchisor’s parent 
company since ‘* * * it is the parent 
organization which is of the most sig- 
nificance to the prospective franchi- 
see.” R.VI, 2085. The Commission con- 
curs in this observation and, accord- 
ingly, section 436.1(a)(3) requires dis- 
closure of the business experience of 
* * * “the franchisor’s parent firm, if 
any) * & *” 

The addition of the language 
gether with a description of such 
other lines of business’ in section 
436.1(a)(3) of the rule is designed to 
make the franchisor “business experi- 
ence” disclosure more meaningful; at 
the same time, the record indicates 
that the additional reporting burden 
of this “other lines of business” disclo- 
sure is minima].*? For example, the dis- 


“to- 


‘Note the following example from the 
Lefkowitz Remarks, at R.II, 558-9: 

Another franchising company blatantly 
asks potential investors in a home protec- 
tion detection service if they “Would * * * 
like to make $30,000 a year ** *”’. Ina 
letter to the Attorney General this compa- 
ny indicated that since they have been set- 
ting up dealers and distributors of security 
equipment only since October of 1969 they 
“haven’t had enough of a background, only 
a few months of activity and none of our 
dealers or distributors have really gotten 
started yet to formulate any kind of a 
study.” In contrast to this letter to the At- 
torney General, the marketing director 
writes to prospects that “the materials 
which we've enclosed describe what is prob- 
ably one of the most phenomenal money 
making opportunities created in your life- 
time.” 

*? This Ri ncrservill rey porting burden can be 
said to be minimal since both the first pro- 
posed rule in § 436.1(ax4) and the revised 
proposed rule in § 436.1(a)(3) required a 
franchisor to disclose ‘other lines of busi- 
ness” in which it had ‘granted franchises.” 
Hence, the only “additional” disclosure re- 
quirement is a description of such “other 
lines nes business.” While some critical com- 
mentary was received both as to the need 
for si ich a franchisor “business experience” 
disciosure—see Charies L. Vaughn, Tr. 1094- 
1099—and as to the need for such a disclo- 
sure as to publicly held companies—e.g., 
Gulf Oil Co., R. III, 1056; and R. V, 1130-1; 


closure of a description of “other lines 
of business” is limited to the franchi- 
sor’s experience in franchising and 
does not require nonfranchise business 
history in such other lines.* 

One criticism of section 436.1(a)3) 
of the rule, however, is found in com- 
ments calling for a “listed company” 
exception similar to that included 
within section 436.1(a)(2).** As indicat- 
ed in the _ discussion of section 
436.1(a)(2), supra, such a “listed com- 
pany” exception would, in the Com- 
mission’s view, be detrimental to pros- 
pective franchisees. 

The Commission has adopted the 
disclosure required by section 
436.1(aX3) in order to insure that 
prospective franchisees have available 
to them the critical information they 
need concerning the identity and back- 
ground of the franchisor (and the 
franchisor’s parent firm, if any) to 
make an informed decision on whether 
or not to enter into a business rela- 
tionship with a particular franchisor. 
The Commission has concluded that 
the failure to disclose such material 
information, or the misrepresentation 
thereof, is both a deceptive and unfair 
trade practice in violation of section 5 
of the Federal Trade Commission Act, 
15 U.S.C. § 45, since it (1) may mislead 
the franchisee as to the business expe- 
rience of the parties with whom he or 
she is dealing and (2) could readily 
result in economic injury to the 
franchisee because of the franchisee’s 
dependence upon the business experi- 
ence and expertise of the franchisor. 

4, Litigation history—Section 
436.1(a)(4). Based upon an analysis of 
comments upon the public record, the 
Commission has concluded that the 
litigation history * of the franchisor, 
the franchisor’s parent firm, and the 
officers and directors of the franchisor 
constitutes “material information.” 
Such information is likely to influence 
a prospective franchisee’s decision of 
whether to enter into a franchise rela- 
tionship with a particular franchisor.** 


no significant criticism was voicdéd as to the 
“other lines of business” portion of the dis- 
closure itself. Compare McDonalds Corp., R. 
III, 1523, with, Urban B. Ozanne, R. II, 
3892-3893. 

8This limitation as to the franchisor 
“business experience’ disclosure has been 
included within § 436.1(a)(3) of the rule in 
the interest of further reducing the report- 
ing burden of affected individuals. For fa- 
vorable comment on such a limitation, see, 
e.g., John Jackson, R. IV, 1505. 

‘Such comments include those of Stand- 
ard Oil of California, R. V, 2399-2402; Metal 
Building Manufacturers Assoc., R. V, 2260; 
Guif Oil Co., R. V, 1130; and Mobil Oil Co., 
R. V, 2444. See also Murphy, Tr. 1603. 

5° Section 436.1(a)(4) requires disclosure of 
the litigation involvement of persons listed 
in §§ 436.1(a)(2) and 436.1(a)(3) of the rule. 

See discussion of this subparagraph, 
infra. The meaning of the term “material” 
is discussed infra with reference’ to 

Footnotes continued on next page 
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This view is reflected within section 
436.1(a)(4) of the rule which requires 
disclosure of litigation history in speci- 
fied criminal, civil, or administrative 
proceedings.*’? Such a view has been 
adopted by the Securities and Ex- 
change Commission ** and in addition 
has been incorporated within various 
State franchise laws. *® 

Inclusion of franchisor litigation his- 
tory within the disclosure require- 
ments of the rule is particularly sig- 
nificant in light of the numerous com- 
ments received by the Commission in 
response to this issue.© In this respect, 
franchisees have largely commented in 
a highly favorable manner as to the 
need for such disclosure,“ as have 
State and local regulatory officials,® 
and academics.“ A considerable 


Footnotes continued from last page 

§ 436.2(n) of the rule. From comments on 
the record, it is apparent that a ‘reasonable 
franchisee or prospective franchisee” might 
consider franchisor litigation history impor- 
tant in the making of such a decision. 

57 As discussed in the text infra, the type 
of litigation for which § 436.1(a)(4) of the 
rule requires disclosure is indicated by three 
subparagraphs therein—i.e., § 436.1(a)(4)(i) 
(criminal litigation); § 436.1(a)(4)ii) (civil 
litigation); and § 436.1(a)(4)(iii) (administra- 
tive-type litigation involving State or Feder- 
al agency or court orders of an injunctive or 
restrictive nature). 

58See, e.g., Form S-1 adopted under the 
Securities Act of 1933, 15 U.S.C. §77a et 
seq.; and, Forms 8-K and 10-K under the 
Securities Exchange Act of 1934, 15 U.S.C. 
77b et seq. In this regard, Item 5 of Form 
10-K—entitled ‘“‘Legal Proceedings’’—states, 
for example, that persons who are required 
to make periodic filings must “briefly de- 
scribe any material pending legal proceed- 
ings, other than ordinary routine litigation 
incidental to the business, to which the reg- 
istrant or any of its subsidiaries has become 
a party or of which any of their property 
has become the subject. Include the name 
of the court in which proceedings were insti- 
tuted, the date instituted and the principal 
parties involved thereto.” 

59See, e.g., paragraph (3) of the UFOC in 
App. A. 

6 As can be seen from the materials cited 
in the following notes, infra, the ‘franchisor 
litigation history” provisions of the rule 
generated as much comment on the public 
record as any of the other disclosure provi- 
sions within §436.1(a). These comments 
were directed at the predecessor provisions 
to present § 436.1(a)(4)—in this regard 
§ 436.1(a)(5) of the first proposed rule, see 
Appendix B, and § 436.1(a)(5) of the revised 
proposed rule, see Appendix C. 

61See, e.g., Vandan Boogard, R. V, 2337; 


Miller, R. IV, 94; Jones, R. IV, 53; Peck, R._ 


IV, 1482; Gilda, R. IV, 1619; Hersh, R. IV, 
2017; Levin, R. IV, 1219; Aaron, R. IV, 564; 
Moess, R. IV, 2065; Jackson, R. IV, 1505; and 
Spector, R. IV, 1532; see also the discussion 
in Ch. III hereof of consumer complaints in- 
sofar as it relates to this issue. 

®See, e.g., Robert Olson, State of Ohio, 
Office of the Attorney General, R. V, 2862; 
and Lefkowitz Remarks, R. II, 561. 

See, e.g., Prof. Urban B. Ozanne, R. II, 
3893-A. Most academics, as with Prof. 
Ozanne, found various provisions within the 
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number of industry representatives 
have also expressed support for the 
type of disclosure defined in section 
436.1(a)(4), but with varying reserva- 
tions as to the type of information re- 
quired therein. 

In any event, however, it is clear 
that information about franchisor liti- 
gation would have substantial likeli- 
hood of influencing the decision of a 
prospective franchisee. For example, 
as stressed by one franchisee who suf- 
fered economic hardship as a result of 
certain business practices on the part 
of his franchisor: 


This paragraph [now § 436.1(a)(4)] would 
have been instrumental in preventing my 
signing the agreement since it would have 
brought out that there was another princi- 
pal involved (with the franchisor) whose ac- 
tions were suspect.® 


The disclosures articulated in sec- 
tion 436.i(a)(4) are intended to pro- 
vide prospective franchisees with such 
litigation information and as a result 
to permit them to make informed busi- 
ness judgments. Further, although the 
record illustrates that a number of 
franchisors may already make “litiga- 
tion history” disclosures prior to the 
signing of the franchise agreement,® 


prior versions of the “franchisor litigation 
history” disclosures to require revisions, 
however. See, e.g., Prof. Shelby D. Hunt, R. 
II, 3849 and Tr. 210; Prof. Donald M. 
Thompson, R. II, 3917, Tr. 303. The great 
majority of such comments—which con- 
cerned ‘‘vagueness” or ‘“‘overbreadth”’ prob- 
lems with the specific language proposed in 
the first two versions of the rule—have been 
responded to in the refining of present 
§ 436.1(a)(4). See the discussion in the text 
infra for examples of such language clarifi- 
cations within the rule. 

See, e.g., Jerry Cunningham, Shakey’s 
Inc., Tr. 184; International Franchise Asso- 
ciation, R. III, 994, and R. V, 2074-6; Wil- 
liam B. Norris, Subcommittee on Franchi- 
sor-Franchisee Relations, United States 
Chamber of Commerce, Tr. 616; Cut & Curl, 
Inc., R. III, 289; Team Central, R. ITI, 353; 
Thomas H. Murphy, Tr. 1607; Western Auto 
Supply Co., R. III, 7; Hodgson, Russ, 
Andres, Woods and Goodyear, R. III, 1137; 
General Foods Corp., R. Ill, 1181; South- 
land Corp., R. III, 474; Manpower, Inc., R. 
V. 2619; Husky Oil Co., R. V, 1539; Ken- 
tucky Fried Chicken, R. V, 2172; Stanley, R. 
V, 2457; Quality Inns, Inc., R. V, 2454; Getty 
Oil Co., R. III, 161; H & R Block, Inc., R. V, 
632; General Motors Corp., R. V, 2482; 
Standard Oil of California, R. III, 432; 
American Patent Law Association, Tr. 29; 
and, Metal Building Manufacturing Associ- 
ation, R. V, 2260. 

6 Jones, R. IV, 53. The impertance of such 
“franchisor litigation history,’ regarding 
the decision whether to enter into a fran- 
chise relationship, is also attested to by sev- 
eral other comments from franchisees. See, 
e.g., Peck, R. IV, 1482; Miller, R. IV, 1325; 
Levin, R. IV, 1219; Moess, R. IV, 2065; and 
discussion in Chapter III hereof. See gener- 
ally Lefkowitz Remarks, R. II, 551-601. 

%& The Commission wishes to make clear, 
however, that franchisee comments in the 
public record indicate widespread material 
nondisclosure of such litigation history as 
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in certain situations these disclosures 
have been shown to be inaccurate or 
otherwise misleading.* 

Indeed, a study undertaken by Com- 
mission staff pursuant to section 6(b) 
of the Federal Trade Commission Act, 


- 15 U.S.C. § 46(b), has revealed the ex- 


istence of a significant number of legal 
actions brought by franchisees against 
franchisors on the grounds of misrep- 
resentation or nondisclosure of alleg- 
edly ‘‘material’’ facts. In this regard 
one franchisor reported that 32 law- 
suits had been instituted against it by 
franchisees during a 5-year period; 
such suits contained allegations of 
misrepresentations and nondisclosure 
on the part of the franchisor and 
sought restitution of franchise fees 
paid as a result.® Another franchisor, 
which was also within the sample 
group of this study, reported that 10 
suits had been instituted against it 
within the same 5-year period.” Sever- 


well as misrepresentation of such material 
facts. Compare for example, comments sub- 
mitted by Jones, R. IV, 53, and Vandan Boo- 
gard, R. IV, 1237. 

§7Franchisee complaints as to such mate- 
rial misrepresentation are numerous within 
the public record. By providing the prospec- 
tive franchisee with information as to such 
litigation involvement in some _ detail, 
§ 436.1(a)(4) is designed to alleviate material 
nondisclosure or misrepresentations of this 
type. See also H. Brown, Franchising: Reali- 
ties & Remedies (1973); and Kirscher, 
“Franchise Regulation: An Appraisal of 
Recent State Legislation,” 13 B. C. Ind. & 
Com. L. Rev. 259 (1972), R. II, 3852, 3853 et 
seq., for further discussion of such prob- 
lems. 

* Staff studied the period June 1, 1965, 
through July 30, 1970, and utilized a variety 
of sources. The principal source employed 
was a questionnaire sent by Commission 
staff to 46 franchisors selected as repre- 
sentative on the basis of product line, size, 
and years in business. This sample was 
weighted according to the extent of activity 
in the various product lines common to 
franchising. Additional information was ob- 
tained from the survey of franchisors and 
franchisees conducted by the National In- 
dustrial Conference Board, another survey 
conducted by the University of Wisconsin 
for the Small Business Administration 
(Ozanne Report, R. II, 1300), files collected 
by the Post Office Department, and the in- 
vestigational files of the Office of the Attor- 
ney General of the State of New York. 
Hearings before two United States Senate 
Committees—the Williams Hearings, supra, 
and the Hart Hearings, supra—and before a 
California State Senate Committee—Inter- 
im Hearings on Franchises before the State 
of California Senate Committee on Insur- 
ance and Financial Institutions (Sacramen- 
to, Calif., Nov. 7, 1969)—provided staff with 
additional information. Further, interviews 
were also held with various franchisees in 
order to provide Commission staff with a 
more complete picturé of the franchising in- 
dustry within the United States. See R. I, 
for materials collected in the staff study, 
carried out under the authority of 15 U.S.C. 
§ 46(b). 

6 R. I, 29. Candy and gift shop franchisor 

™R. I, 3972-4046. Fast-food franchisor. 
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al of these legal actions alleging dam- 
ages in excess of $154,000 were pend- 
ing as of July 30, 1970, while four addi- 
tional suits seeking restitution of fran- 
chise fees and damages were settled in 
July of 1969.7! 

The Commission believes that sec- 
tion 436.1(a)(4) of the rule should aid 
prospective franchisees by providing 
them with the enumerated disclosures 
in a single statement which sets forth 
“the identity and location of the court 
or agency, the date of conviction, judg- 
ment, or decision, the penalty im- 
posed, the damages assessed, the 
terms of settlement or the terms of 
the order, and the date, nature, and 
issuer of each such order or ruling.” ” 


7R. I, 3772-4046; numerous other franchi- 
sors who responded to the Commission's 
§ 6(b) questionnaire also reported involve- 
ment in franchisee instituted litigation. See, 
e.g., R. I, 6694, fast-food franchisor (22 com- 
plaints filed against the franchisor, with the 
majority of such complaints alleging fraud 
and deceit in the sale of the franchise. Such 
complaints seek a refund of the entire fran- 
chise fee in addition to damages; additional- 
ly, one class action filed against the franchi- 
sor for alleged violation of federal antitrust 
law); R. I, 3771, 4579-9, Motel franchise (2 
complaints filed against a franchisor which 
had no operating units as of 1969, although 
planned operations were to begin sometime 
thereafter. One involved allegations of falsi- 
ty of franchisor representation as to ‘‘ade- 
quate and expert” staff for site selection 
and assistance, and in addition as to finan- 
cial strength, and sought return of initial 
$34,860 investment. The second such suit 
also involved site selection and was settled 
out of court by the parties involved); R. 1, 
1885-1966, financial services franchisor (8 
complaints against the franchisor, including 
two alleging violations of the federal anti- 
trust laws. Allegations of the majority of 
such complaints include unlawful price 
fixing; arbitrary refusals to approve ‘“‘quali- 
fied purchasers’’—i.e., limiting the group of 
persons to whom such franchisees could sell 
their ‘‘financial’’ assistance service—unfairly 
increasing royalty fee 400 percent regarding 
franchisee gross sales; and, using the threat 
of cancellation to force the franchisee to 
sell his interest in the franchise business to 
the franchisor or a franchisor subsidiary); 
and, R. I, 4881; personnel agency franchisor 
(5 complaints filed against the franchisor, 
including: one complaint involving allega- 
tions that a covenant not to compete provi- 
sion contained in the franchise agreement 
was overly restrictive and uniawful as 
against public policy; one complaint alleging 
misrepresentation of the “success” of the 
franchise business being sold; and, three 
complaints alleging numerous misrepresen- 
tations as to franchisee customers, gross 
income, profit, management assistance, size 
of potential market, etc.). 

“Similar provisions are included in cur- 
rent State laws, as weil as sections of the 
Uniform Franchise Offering Circular. See, 
e.g., Cal. Corp. Code § 31000, R. V, 664; Rev. 
Code Wash. Ann. Ch. 252, §12 (Supp. 1975); 
and Michigan, E. H. B. 4203 (1974), R. V, 
865; and, paragraph (3) of the UFOC in Ap- 
pendix A. The Securities and Exchange 
Commission also requires disclosure of in- 
formation of this type. See, e.g., Form S-1, 
under the Securities Act of 1933, 15 U.S.C. 
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In this respect, the language con- 
tained in section 436.1(a)(4) has been 
refined in response to comments 
which criticize earlier versions of this 
prevision as “burdensome” or “overly 
broad.” Section 436.1(a)(4) has been 
divided into three separate disclosure 
subparagraphs, each of which deals 
with a particular type of “material” 
franchisor litigation.” Section 
436.1(a)(4)(i) of the rule is concerned 
with disclosure of a conviction or a 
plea of nolo contendere by a franchi- 
sor, its parent firm, or the franchisor’s 
management, where such action in- 
volved a felony of a type specifically 
described therein. In supporting the 
need for such a disclosure, Prof. Urban 
B. Ozanne noted: 


Prospective franchisees have the need and 
right to know the conviction or bankruptcy 
record of key franchisor personnel. * * * 
These data cbviously give some suggestion 
of the integrity of the franchisor.” 


The prospective franchisee’s ‘need 
and right to know the conviction 
record” of the franchisor and its man- 
agement is also supported in a report 
presented by Attorney General Louis 
J. Lefkowitz at the Williams Hear- 
ings.” This report stated that: 


Ex-convicts or those presently under in- 
dictment for felonies dominate and control 
certain franchise corporations offering 
products in the following businesses: hotel 
and restaurants; mobile homes; vending ma- 
chines and nursing homes.” 


The report then added that “boiler 
room” salesmen have also apparently 
“found a home’”’ in the franchising in- 
dustry.77 The presence of such find- 


§77a et seq., and Forms 8-K and 10-K, 
under the Securities Exchange Act of 1934, 
15 U.S.C. § 77b, et seq. 

73As per the definition of “material” em- 
ployed within the rule—§ 436.2(n) infra—the 
Commission has determined that a criminal 
conviction or plea of nolo contendere on the 
part of a franchisor to any felony charge of 
a type described in § 436.1(a)(4)(i) is materi- 
al information and must be disclosed, since 
such information is indicative of the integri- 
ty and business practice of the franchisor. 
For similar reasons, franchisor involvement 
regarding any currently effective State or 
Federai agency or court injunctive or re- 
strictive order of a type described in 
§ 436.1(a)(4)(iii) is material information and 
must be disclosed. However, as per 
§ 436.1(a)(4)(ii), franchisor involvement in 
civil litigation is not deemed per se material, 
requiring disclosure. Where such facts are 
material, consistent with the criteria em- 
ployed in § 436.2(n) of the rule, disclosure 
must be made by the franchisor, however. 
Also, any “group”’ of civil actions must also 
be disciosed pursuant to § 436.1(a)(4)¢ii) 
where in the aggregate such actions are ma- 
terial since a significant number of such ac- 
tions would aiso be indicative of the franchi- 
sor’s integrity and business practices and 
have a tendency to affect the franchisee’s 
investment decision. 

™R. II, 3893-A. 

*®R. IT, 551-601. 

Id. at 561. 

7In using the term “boiler room” sales- 
men within the context of franchising, the 


ings, along with various. related 
franchisee complaints and other perti- 
nent materials in the public record * 
confirm the need to include a disclo- 
sure requirement such as that defined 
in section 436.1(a)(4)(i). 

With regard to this criminal litiga- 
tion history disclosure, however, sever- 
al important modifications have been 
made in order to improve upon earlier 
versions of the rule.” First, as suggest- 
ed by several comments on the record 
and various State statutes, the intend- 
ed meaning of the term “fraud” has 
been clarified through addition of the 
phrase “including violation of any 
franchise law, or unfair or deceptive 
practices law.’”’® This particular clarifi- 
cation in section 436.1(a)(4)(i) of the 
rule should aid in providing a prospec- 
tive franchisee with information rele- 
vant to the “integrity” of the franchi- 
sor, where such information may not 
formally come within the definition of 
“fraud” at common law." In this re- 


report was undoubtedly referring to individ- 
uals who set up offices containing no sales 
material other than telephones. Such indi- 
viduals then proceed to sell consumers 
“phantom” franchises—i.e., marketing 
schemes for which no product or service of 
the type described is yet in existence, or, al- 
ternatively, where such product or service is 
in existence but used only to perpetrate 
fraudulent activity rather than franchisee 
sales. One such “boiler room” salesman- 
franchising operation is described by the 
Report at R. IT, 561, as follows: 

“Thus a person with a criminal record and 
presently under indictment for mail fraud, 
with a past history of numerous swindles, is 
the undisclosed promoter of a vending ma- 
chine franchising company currently offer- 
ing franchises from a New York address. 
This particular company is now training 100 
high pressure salesmen to sell these vending 
machine franchises to essentially low 
income people, who are able to obtain $2,000 
for investment. It is believed that the com- 
pany is now attempting a multimillion 
dollar promotion throughout the United 
States but under existing law there is no re- 
medial control on the offering apparatus.” 

4% See, e.g., statement of John Buffington 
contained in Williams Hearings at R. II, 
252: 

See .§436.1(aX5) of Appendix B, and 
§ 436.1(a5) of Appendix C. 

8° See, e.g., Robert Olson, State of Ohio, 
Office of the Attorney General, R. V, 2862; 
General Foods Corp., R. III, 1181; and Prof. 
Donald M. Thompson, York University, R. 
Ii, 3916-3917, and Tr. 303. In including this 
phrase within § 436.1(a)(4) of the rule, the 
Commission has acted in a manner consist- 
ent with its intended use of the term 
“fraud” within § 436.1(a)(5) of the first pro- 
posed rule, see Appendix B, and within 
§ 436.1(a)(5) of the revised proposed rule, 
see Appendix C. 

‘The language employed within present 
§ 436.1(a)(4) therefore takes into account 
violation of the criminal provisions of the 
various “unfair and deceptive practices 
acts” currently in force within most States. 
Such State legislation has largely originated 
from three model statutory acts—(1) the 
Uniform Deceptive Trade Practices Act; (2) 
the Uniair Trade Practices and Consumer 

Footnotes continued on next page 
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spect, the Commission has carefully 
limited the ‘criminal conduct” disclo- 
sures required by section 436.1(2)(4)(i) 
to those involving a “business or com- 
mercial activity’—i.e., “fraud [as de- 
fined, supra], embezzlement, fraudu- 
lent conversion, misappropriation of 
property, or restraint of trade.”®? The 
addition of the phrase “restraint of 
trade” to this category of required dis- 
closures is a second clarification in 
this regard, which should aid in pro- 
viding a prospective franchisee with 
relevant information concerning anti- 
trust or other unfair competitive prac- 
tices of the franchisor and those who 
direct the activities of the franchisor. 
Finally, two important limitations 
have been incorporated in this provi- 
sion in order to make the required dis- 
closures less burdensome while at the 


Footnotes continued from last page 
Protection Act; and, (3) the Uniform Con- 
sumer Sales Practice Act. For discussion of 
such statutes and their developing applica- 
tion, see generally Lovett, “State Deceptive 
Trade Practice Legislation,” 46 Tul. L. Rev. 
749 (1968); Dole, “Merchant and Consumer 
Protection,” 53 Cornell L. Rev. 749 (1968); 
Dole, “Consumer Class Actions Under The 
Uniform Deceptive Trade Practices Act,” 
Duke L. J. 1101 (1968); and Dole, ‘““‘The Uni- 
form Deceptive Trade Practices Act,” 51 
Minn. L. Rev. 1005 (1967). Also, compare 
Note, 53 Iowa L. Rev. 710 (1968); Note, ‘‘De- 
velopments—Deceptive Advertising,” 80 
Harv. L. Rev. 1005 (1967); and Noite, ‘“‘Devel- 
opments—Competitive Torts,’ 77 Harv. L. 
Rev. 888 (1964), for a discussion of the con- 
siderably narrower scope of the common 
law of fraud and misrepresentation in this 
area. 

®2In limiting the scope of the criminal liti- 
gation disclosures, the Commission recog- 
nizes the privacy interests of individuals 
who direct the business of the franchisor. 
The’ refined disclosure required by 
§ 436.1(a)(4)(i) excludes nongermane, crimi- 
nal litigation—such as youth convictions of 
present directors of the franchisor for of- 
fenses such as “‘hotwiring cars.’’ See Prof. 
Donald Thompson, Tr. 303. Accordingly the 
Commission has required disclosure of 
criminal convictions which would be of rel- 
evance to prospective franchisees. This bal- 
ance adequately protects legitimate privacy 
interests without sacrificing the prospective 
franchisee’s valid informational needs. 

® Responses from franchisors who partici- 
pated in the Commission’s study of selected 
franchise businesses, pursuant to § 6(b) of 
the Federal Trade Commission Act, 15 
U.S.C. §46(b), contain a number of refer- 
ences to litigation brought by various gov- 
ernmental authorities, or franchisees, re- 
garding alleged involvement in practices 
constituting unlawful restraint of trade. 
Such franchisor conduct would clearly 
appear to be “material information” to pros- 
pective franchisees, as that term is defined 
within § 436.2(n) of the rule, discussed infra, 
since any order entered therein might mar- 
kedly affect how the franchisee could carry 
on his or her business, as well as provide in- 
formation as to the franchisor’s business 
practices. In recognition of the importance 
of such information, a “restraint of trade” 
disclosure has therefore been included 
within § 436.1(a)(4) of the rule. 
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same time more protective of the pros- 
pective franchisee. First, a franchisor 
must make such “fraudulent conduct” 
disclosures only about the previous 7 
fiscal years, and second, a franchisor 
may include a “summary opinion” of 
counsel as to pending litigation in a 
manner consistent with the require- 
ments of section 436.1(a)(4). 

Although section 436.1(a)(4)(i) of 
the rule is limited in its scope to crimi- 
nal conduct involving some element of 
“business fraud,” section 436.1(a)(4)Cii) 
has been refined to include the in- 
volvement of a franchisor or persons 
described in section 436.1(a)(2) in 
“civil actions” either involving “busi- 
ness fraud’ or the franchise relation- 
ship in particular.** Furthermore, simi- 
lar to the remaining portions of sec- 
tion 436.1(a)(4), section 436.1(a)(4)¢ii) 
of the rule requires disclosure of pend- 
ing civil actions involving “allegations” 
of fraud on the part of the franchisor, 
its parent firm or management, and 
not merely completed civil actions.* In 
addition, section 436.1(a)(4)(ii)(B) re- 
quires a franchisor to disclose involve- 
ment in civil actions brought by a pre- 
sent or former franchisee or franchi- 
sees and which invoives or involved 
the “franchise relationship.” ®* These 


*4In order to allow for clearer disclosure in 
this regard, § 436.1(a(4)(ii) has been divided 
into two subsections—§ 436.1(2)(4)(i(A) re- 
quiring disclosure of civil actions “involving 
allegations of fraud (including violation of 
any franchise law, or unfair or deceptive 
practices law), embezzlement, fraudulent 
conversion, misappropriation of property, or 
restraint of trade”; and, § 436.1(a)(4)(ii)(B) 
requiring disclosure where such civil 
action(s) “was brought by a present or 
former franchisee or franchisees.” As to 
both such provisions, however, disclosure is 
only required for ‘material’ civil actions 
which have arisen during the previous 
“seven fiscal years.” These and other limita- 
tions within § 436.1(a)(4) are discussed in 
some detail in the text, infra. 

8 Again, however, such litigation need 
only be disclosed where it is “material” 
within the meaning of § 436.2(n) of the rule, 
and where, in additicn, it pertains to a civil 
action which has arisen or concluded during 
the previous 7 fiscal years. Comments in the 
record from franchisees and other interest- 
ed persons clearly indicate the importance 
to prospective franchisees of material pend- 
ing actions of this type. See, eg., R. IV, 
2337. 

% This subparagraph also requires disclo- 
sure of pending litigation. Comments on the 
record indicate some confusion as to the in- 
tended construction of two particular issues 
within the earlier proposed versions of pre- 
sent § 436.1(a)(4)—i.e., §§ 436.1(a)(5)(@) and 
436.1(a)(5(e) of the revised proposed rule, 
see Appendix C. Specifically, questions were 
raised as to whether these sections of the 
rule applied te (1) counterclaims brought by 
a franchisee or franchisees against a 
franchisor, and (2) class actions brought by 
franchisees against a franchisor. As to coun- 
terciaims, several comments suggested that 
these actions should not be inciuded in the 
rule. The primary objection voiced to such a 
construction of what is now 
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disclosures are intended to provide 
prospective franchisees with critical 
information regarding their decision 
whether to enter into a franchise rela- 
tionship and are, as noted previously, 
supported by comments from a wide 
variety of sources in the public record. 

At the same time, numerous indus- 
try representatives and other interest- 
ed persons have raised questions con- 
cerning the scope of such disclosures 
as proposed in earlier versions of the 


§§ 436.1(a)(4)(iiI)(A) and 436.1(a)(4)(ii)(B) of 
the rule involves a claim by several franchi- 
sors that within the ‘collection process,” “‘it 
is common practice for attorneys to file 
counterclaims or initiate lawsuits, regardless 
of merit, when a terminated [or otherwise 
Gefaulting] franchisee owes money to a 
franchisor.” International Harvester, R. V, 
1264. Further, several comments from 
franchisors characterize such franchisee 
counterclaims as “routine responses made 
* * * primarily for strategic purposes in rec- 
ognition of their nuisance value, when con- 
fronted with collection actions by [franchi- 
sors}.” Ailis-Chalmers, R. V, 2039; and see 
Machinery and Allied Products Institute, R. 
V, 2193 and, Manpower, R. V, 2619. While 
the Commission is aware of the fact that 
such comments may be accurate in certain, 
specified instances, the public record clearly 
supports the need for inclusion of franchi- 
see counterclaims within the disclosures re- 
quired by § 436.1(a)(4)GiD, if such counter- 
claims are material. See e.g., material ob- 
tained pursuant to the Commission’s § 6(b) 
questionnaire included in R. I. Where such 
counterclaims are “material” and where 
they have arisen in civil litigation within 
the previous 7 fiscal years, disclosure of 
such information should aid a prospective 
franchisee in making an informed business 
judgment. In contrast, where such counter- 
claims are not “material” within the mean- 
ing of § 436.2(n) of the rule—i.e., where they 
have been adjudged without merit or they 
weuld not have a “substantial likelihood” of 
influencing a franchisee or prospective 
franchisee in the making of a decision relat- 
ing to the franchise relationship—they need 
not be disclosed. In this respect, disclosure 
of such information where required by 
§ 436.1(a)(4)(ii) would be most helpful to 
prospective franchisees without placing any 
undue burden upon affected franchisors. 
Similarly, several comments on the public 
record point to an ambiguity in the lan- 
guage of the revised proposed rule, see Ap- 
pendix C. Specifically, use of the word 
“franchisees” in § 436.1(a)(5d) and the 
word “franchisee” in § 436.1(a)(5)(e) gave 
the possible impression that the Commis- 
sion required disclosure only of class actions 
in the first instance and single, private ac- 
tions in the second. See Kentucky Fried 
Chicken, R. V, 2172, and Quality Inns, R. V, 
2454-5. In response to such comments, the 
language employed within § 436.1 
(a)(4)Gi)(B) has been clarified to make the 
required disclosures applicable to any mate-_ 
rial civil action “brought by a present or 
former franchisee or franchisees.* * *” 
Franchisee ciass actions are therefore clear- 
ly included within the scope of the required 
disclosure, as are civil actions brought by 
former franchisees. See Quality Inns, R. V, 
2455, for a suggestion that civil actions 
brought by former franchisees against their 


franchisor be se included within the rule. 
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rule.*? The Commission recognizes the 
validity of several of these criticisms 
with regard to such provisions as origi- 
nally proposed, and, as a result, has 
built into section 436.1(a)(4)(ii) of the 
rule a number of important limitations 
and clarifications. The breadth of 
comment generated on the public 
record as to the precise form which 
such a provision should take necessi- 
tates discussion of these “limitations 
and clarifications” in some detail. 

In examining the meaning of sec- 
tions 436.1(a)(4)(ii)(A) and 
436.1(a)(4)(ii)(B), it is first necessary 
to discuss the intended scope of the in- 
troductory language to those provi- 
sions. As stated therein, a franchisor 
must disclose its involvement or that 
of its management or parent firm (if 
any) in three types of civil actions— 
those which have resulted in a “final 
judgment”; * those which have in- 
volved an out-of-court settlement; * 
and those which are presently pending 
to which it is a party.*” As noted 


s’Such comments concern paragraphs 
(a)(5a) and (a)(5)(d) of the first proposed 
rule, see Appendix B, and paragraphs 
(a)5)d) and (a)(5)(e) of the revised pro- 
posed rule, see Appendix C. See, e.g., Inter- 
national Franchise Association, R. III, 994 
and R. V, 2074-6; Team Central, R. ITI, 352; 
Quick Stop Markets, Inc., R. III, 1268; 
American Oil Co., R. III, 1377; Chrysler 
Corp., R. III, 376; American Patent Law As- 
sociation, Tr. 29; Household Finance Corp., 
R. III, 98; United States Chamber of Com- 
merce, Tr. 615; Success Motivation Institute, 
R. V, 637-8; Chicken Unlimited, Inc., R. V, 
2438; Management Recruiters’ Internation- 
al, R. V, 2951; Cottman Transmissions, R. V, 
2434-5; Mobil Oil Co., R. V, 2444; Guif Oil 
Co., R. III, 1057, and R. V, 1131-2; McDon- 
alds Corp., R. V, 2462; General Motors 
Corp., R. V, 2480; Southland Corp., R. V, 
2755-6; Machinery and Allied Products In- 
stitute, R. V, 2193; and H & R Block, Inc., R. 
V, 632. See also Prof. Urban B. Ozanne, R. 
II, 3893A, and Tr. 266; Prof. Donald Walker, 
Tr. 1710; ard, Anthony R. Pierno, former 
Commissioner of Corporations, State of 
California, Tr. 650. But see favorable re- 
marks in this regard of Metal Building Man- 
ufacturers Association, R. V, 2261. 

**The term “final judgment” is limited to 
final adjudicative type actions of a Federal, 
State, or local judicial authority. Adminis- 
trative rulemaking or other quasi-legislative 
functions of either judicial or administra- 
tive bodies do not come within the scope of 
the disclosure defined in § 436.1(a)(4)(ii) of 
the rule as a result. But see the discussion 
with reference to § 436.1(a)(4)(iii) of the 
rule, infra. 

®*The term “out of court settlement” is 
limited to settlement between the parties in 
a civil action which involves at least an ini- 
tial formal complaint—i.e., the term is not 
intended to be applicable to settlement of a 


disputed claim pricr to the filing of a formal - 


complaint or other judicial action, but it 
does encompass settlements reached after 
an action has been brought. 

*®The phrase “is a party” is intended to 
apply to a franchisor who is presently in- 
volved as a formal party to presently pend- 
ing litigation, as well as to a situation where 
a franchisor is an intervenor or has been im- 
pleaded or interpleaded in a civil action. 
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above, the public record is clearly sup- 
portive of the need for disclosure of 
final judgments in civil actions of the 
type defined in section 
436.1(a)(4)(ii(A) and 436.1(a)(4)(ii)(B) 
of the rule. The Commission therefore 
has not accepted a suggestion from 
some industry representatives that 
such information is not “relevant” to a 
prospective franchisee as regards the 
operation of a franchise outlet,™ since 
it is clear that information of this type 
would in many cases influence the in- 
vestment decision of a prospective 
franchisee. Further support is found 
in the record requiring the disclosure 
of “out-of-court settlements” and 
“presently in pending litigation.”®? In 
so doing, the Commission has shaped 
the required “litigation history” dis- 
closure in a manner consistent both 
with the longstanding regulatory poli- 
cies of the Securities and Exchange 
Commission * and with important 
State franchise legislation and regula- 
tions such as the Uniform Franchise 
Offering Circular.™ 

With the intent of structuring sec- 
tion 436.1(a)(4) of the rule in a 
manner both conducive to industry 
compliance and at the same time ef- 
fective as to prospective franchisees, 
the Commission has examined in 
detail related disclosure requirements 
of the Securities and Exchange Com- 
mission. In this regard, first in its 
probable importance is the inclusion 
of a “materiality” limitation.* As em- 


9! See, e.g., comments submitted by Stand- 
ard Oil of Ohio, R. V, 2572. 

%See the franchisee complaints cited in 
Ch. III hereof; and the results of the Com- 
mission staff investigation under the § 6(b) 
questionnaires found in R. I hereof. 

%3See, e.g., Form S-1, with regard to the 
Securities Act of 1933, 15 U.S.C. §77a et 
seq.; and Forms 8-K and 10-K, with regard 
to the Securities Exchange Act of 1934, 15 
U.S.C. § 77b et seq. These forms require dis- 
closure of “any material pending legal pro- 
ceedings, other than ordinary routine litiga- 
tion incidental to the business, to which the 
registrant or any of its subsidiaries has 
become the subject.” In so doing, the Secu- 
rities and Exchange Commission has inter- 
preted the term “material pending legal 
proceedings” to include ‘“‘out of court settle- 
ments” and “pending litigation” to which 
the registrant is a party, where such pro- 
ceedings might have been considered as im- 
portant by a “reasonable investor” in the 
making of an investment decision. 

%*See paragraph (3)(A) of the UFOC, in 
App. A, which requires a franchisor to dis- 
close its involvement in “any administrative, 
criminal or material civil action (or a signifi- 
cant number of civil actions irrespective of 
materiality) pending against him.* * *” 
Similarly, paragraph (3)(B) of the UFOC re- 
quires a franchisor to disclose the “terms of 
settlement” which resulted from involve- 
ment within the previous 10 years in a 
felony conviction or pleas of nolo conten- 
dere, “civil action by final judgment,” or 
“material complaint or other legal proceed- 
ings? ©” 

*The meaning of the “materiality” crite- 
ria employed within the rule is discussed in 


phasized in comments such as those 
submitted on the public record by 
Edward Ellis, General Counsel, Ken- 
tucky Fried Chicken: 


A recitation of courts and dates of all liti- 
gation would not be helpful and would prob- 
ably be misleading. We strongly urge that 
disclosure be limited to “material” litiga- 
tion, i.e., litigation that would reasonably 
affect a prudent person’s decision whether 
to obtain a franchise.* 


Another franchisor, H & R Block, 
stressed that: 


A list of all judgments, settlements, and 
causes of action * * * without regard to ma- 
teriality, relevancy to the franchise arrange- 
ment or subject matter of the dispute would 
* * * be meaningless at best and misleading 
at worst to a prospective franchisee and cer- 
tainly unduly burdensome to a franchisor.*’ 


The Commission is in agreement 
with these and other comments urging 
the inclusion of a “materiality” limita- 
tion within section 436.1(a)(4)(ii) of 
the rule, so as to allow manageable 
disclosure of this extremely important 
information. In an effort to achieve 
this objective, the Commission has 
patterned the materiality criteria em- 
ployed in section 436.1(a)(4)(ii) after 
current leading case law defining the 
parameters of this term within the 
context of the Federal Securities Act.” 
In addition, however, the present rule 
requires disclosure—irrespective of the 
materiality of any single civil action— 
where “any group” of such actions 


some detail with reference to § 436.2(n) of 
the rule, infra. 

%R. V, 2172. See also International Fran- 
chise Association, R. III, 998, and R. V, 
2074-6, for comments essentially similar in 
substance. 


7R. V, 632. 

% See, e.g., International Franchise Associ- 
ation, R. III, 998, and R. V, 2075-6; Ameri- 
can Retail Federation, R. III, 1964; Prof. 
Urban B. Ozanne, Tr. 226; Anthony R. 
Pierno, former Commissioner of Corpora- 
tions, State of California, Tr. 649; William 
B. Norris, Subcommittee on Franchisor- 
Franchisee Relations, United States Cham- 
ber of Commerce, Tr. 616; Prof. Donald M. 
Thompson, Tr. 303, and R. II, 3917; Getty 
Oil Co., R. III, 161; Kentucky Fried Chick- 
en, R. V, 2172; Success Motivation Institute, 
R. V, 638; and McDonalds Corp., R. V, 2462. 
The Commision wishes to emphasize that 
its support for the above comments, as ex- 
pressed herein, is limited to their suggestion 
that some form of “materiality” criteria be 
employed within present § 436.1(a)(4)(ii) of 
the rule. 

See the discussion with reference to 
§ 436.2(n) of the rule, infra, wherein the 
term “material” is defined. As noted there- 
in, leading cases interpreting that term as 
used within the Securities Act of 1933 and 
the Securities Exchange Act of 1934 have 
held that a “material fact” is one which a 
reasonable investor might have considered 
important in the making of an investment 
decision. See TSC Industries v. Northway, 
Inc., 426 U.S. 438, 447-449 (1976), and Mills 
a Auto-Lite Co. 396 U.S. 375, 384 
( ). 
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exists, and where in the aggregate 
such actions are material, since such 
actions would also be indicative of the 
franchisor’s integrity and business 
practices and have a tendency to 
affect the franchisee’s investment de- 
cision. This requirement is similar to 
that of paragraph (3)(A) of the Uni- 
form Franchise Offering Circular and 
is based upon the sizable number of 
such suits which are noted in the 
public record. '° 

A second important limitation 
within section 436.1(a)(4)(ii) is the in- 
clusion of a “seven fiscal year” period 
over which such civil action disclo- 
sures must be made. The Commission 
has adopted such a “seven year” 
period in response to comments on the 
record which urge that an “open-end” 
disclosure requirement would require 
the disclosure of “voluminous” and 
often “stale” litigation.'*' Various com- 


‘0 The “sizable number” of such civil suits 
is evident from an examination of franchi- 
sor responses to the Commission’s study of 
selected franchise businesses pursuant to 
§ 6(b) of the Federal Trade Commission Act, 
15 U.S.C. § 46(b). For example, one franchi- 
sor who responded to the Commission’s 
§6(b) questionnaire indicated that 10 civil 
actions had been filed against it during the 
same 5-year period. This franchisor’s 
“S.E.C. Prospectus,” dated July 16, 1969, 
noted that several lawsuits alleging damages 
in excess of $164,000 were pending. In addi- 
tion, four separate lawsuits filed against the 
franchisor seeking restitution of $154,000 
were settled in July 1969 for $16,000 and an- 
other similar action subsequently had been 
filed in Georgia. R. I, 3820. 

This particular franchisor also added in 
this respect that “other complaints (from 
franchisees] were in the hands of our corpo- 
rate attorneys and will be sent in later.” R. 
I, 3771. Clearly, the existence of a signifi- 
cant number of relevant civil actions would 
be “material” to a prospective franchisee, 
within the meaning of that term as defined 


in §436.2(n) of the rule—even though any 


single civil action might not be ‘material’ 
when examined on an individual basis. An 
example of such a nonmaterial action might 
involve a dispute over a $30 claim brought 
by a franchisee against a franchisor for 
monies allegedly due in a supplies contract. 
In this regard, see R. I, 3976-4046, for exam- 
ples of “material” civil litigation involving 
actions brought by present or former 
franchisees against their franchisors. 

101See, e.g., Professor Shelby D. Hunt, R. 
II, 3849. and Tr. 210; Jerry Cunningham, 
Esq., Shekey’s Inc., Tr. 184; American Oil 
Co., R. Ili, 1636; Gulf Oi! Co., R. III, 1056; 
Charles West, Automated Personnel, R. IV, 
36; Gamble Skogmo, Inc., R. III, 168; Holi- 
day Inns, Tr. 1284; Western Auto Supply 
Co., R. III, 7; Southland Corp., R. ITI, 474; 
Household Finance Corp., R. III, 98; Hodg- 
son, Russ, Andrews, Woods and Goodyear, 
R. III, 1137; General Foods Corp., R. III, 
1181; International Franchise Association, 
R. III, 1964, and R. V, 2074-5: and, American 
Retail Federation, R. III, 1694. All of the 
above comments were directed at 
§ 436.1(a)(5) of the first proposed rule, Ap- 
pendix B, since the “seven year” limitations 
period during which the required disclo- 
sures are applicable was adopted in § 436.1 
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ments on the public record indicated 
that such an “open-ended” disclosure 
could be particularly burdensome to 
franchisor business operations of long 
standing.'*? While the Commission has 
chosen a “seven fiscal year” period in 
order to alleviate the burden which an 
“open-ended” disclosure requirement 
would otherwise place upon franchi- 
sors, it must stress the critical nature 
of franchisor civil litigation involve- 
ment to prospective franchisees. In 
this regard, time limitations suggested 
for such disclosure range from cover- 
ing only pending civil actions '° to cov- 
ering such actions for a period of 5 
years '* or ultimately to covering ma- 


(a5)a) and (a)(5)(d) of the revised pro- 
posed rule, see Appendix C. Whereas 
§ 436.1(a)(5) of the revised proposed rule 
employed the phrase “for the most recent 
seven year period,” however, § 436.1(a)(4) 
has refined this concept to require disclo- 
sure of “franchisor litigation history” for 
actions arising ‘during the previous seven 
fiscal years.”’ The use of a “fiscal year” con- 
cept is consistent with the approach regard- 
ing “updating” of required disclosures taken 
by the rule, as provided in § 436.1(a)(22)— 
discussed infra. 

102 For example, Professor Shelby D. Hunt 
in analyzing § 436.1(a)(5) of the first pro- 
posed rule, see Appendix B, commented as 
follows: “Should there not be a time limit 
on how far back the franchisor must go? If 
the oil companies and automobile compa- 
nies must detail all past suits against them, 
this alone might take several volumes for 
disclosure.” R. II, 3840. See also comments 
submitted by Continential Oil Co., R. III, 
194; General Motors Corp., R. ITI, 1453; and, 
American Oil Co., R. ITI, 1036, for similar 
viewpoints in this regard. 

103 See, e.g., AMerican Patent Law Associ- 
ation, Tr. 29; Chrysler Corp., R. ITI, 376; 
Homemakers’ Home & Health Care Serv- 
ices, Inc., Tr. 367. But compare comments 
from various industry representatives which 
urge that such “pending litigation’? should 
not be included. See, e.g., Chicken Unlimit- 
ed, R. V, 2438; Southland Co., R. V, 2755-6; 
Texaco Oil Co., R. V, 1663; Success Motiva- 
tion Institute, R. V, 638; and Machinery and 
Allied Products Institute, R. V, 2193. 

104 See, e.g., Standard Oil Co. of California, 
R. ITI, 432; Household Finance Corp., R. ITI, 
98; International Franchise Association, R. 
III, 994, and R. V, 2074-5; Shakey’s Inc., Tr. 
185; and, Professor Donald Thompson, Tr. 
303. In its comments on this issue, the Inter- 
national Franchise Association suggests 
such a “five-year” disclosure pericd so as to 
bring the rule “into conformity with the re- 
quirements under the California statute,” 
Cal. Corp. Code §31000 (West Supp. 1971). 
R. III, 994. While the Commission has care- 
fully considered the advisability of such a 
“five-year” period in this context, it has 
concluded that a “seven fiscal year’ period 
is necessary in order to provide prospective 
franchisees with sufficient information of 
this type, and. in addition, in order to make 
the operation of the rule consistent with 
that of related Federal statutes. See the dis- 
cussion at note 107 of this chapter, infra. In 
addition, other State statutes vary consider- 
ably from the California Franchise Law in 
this regard. See, e.g., the discussion at note 
105, infra pertaining to the Uniform Fran- 
chise Offering Circular. 
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terial civil actions for a period of 10 
years.’ In the interest of uniformity, 
the Commission has adopted a 7-year 
period for disclosures of this nature. 
More specifically, such a period is in 
line with related provisions of the Fair 
Credit Reporting Act.'* Section 
605(a)(6) of the Fair Credit Reporting 
Act, (15 U.S.C. § 1681c(6) (1975)) pro- 
vides that, “adverse information” of 
this type is presumed ‘“‘cbsolete”’ if it is 
in reference to a period earlier than 
the previous 7 years.'” Section 
436.1(a)(4)(ii) of the rule adopts a sim- 
ilar approach with respect to civil liti- 
gation which has arisen during a 
period prior to the previous 7 fiscal 
years. '°% 

Beyond the “limitations and clarifi- 
cations” of “materiality” and a ‘‘seven 
fiscal year’? period during which the 
required disclosures must be made, as 
discussed supra, two additional limita- 
tions have been included within sec- 
tion 436.1(a)(4)(ii). The first concerns 
section 436.1(a)(4)<ii)(B) which re- 
quires that other than actions involv- 
ing allegations of fraud, a franchisor 
need disclose only those civil actions 
brought by a present or former 
franchisee or franchisees which in- 
volve (or involved) the franchise rela- 


10% See, e.g., comments submitted by Hodg- 
son, Russ, et al., R. III, 1137. In this respect, 
paragraph (3)(B) of the body of the UFOC, 
Appendix A, requires disclosure of ‘‘franchi- 
sor litigation history” for “the 10 year 
period immediately preceding the date of 
the [franchise] offering * * *” In limiting 
the required litigation history disclosures to 
a period constituting the previous “seven 
fiscal years,” the Commission well recog- 
nizes that such information could conceiv- 
ably be “material’’ to prospective franchi- 
sees for an even greater period of time. 
However, in so shaping § 436.1(a)(4) of the 
present trade regulation rule, the Commis- 
sion believes that the ‘seven-year’ disclo- 
sure period should facilitate industry com- 
pliance with little resultant loss of signifi- 
cant “material’’ disclosure to prospective 
franchisees. 

106 15 U.S.C. § 1681 et seq. (1970). 

7As to bankruptcies, however, such 
credit information is defined as ‘‘obsolete”’ 
only where adjudications of that type pre- 
cede the reporting period “by more than 
fourteen years.” See the Fair Credit Report- 
ing Act, 15 U.S.C. § 1681¢(a)(1) (1970). In the 
interest of permitting industry compliance 
without undue burden, § 436.1(a)(5) of the 
rule also retains the “seven fiscal year” dis- 
closure period adopted in §§ 436.1(a)(4)(i) 
and 436.1(a)(4)«ii). 

108 Despite its desire to make the operation 
of the rule consistent with that of other fed- 
eral statutes—referred to above—as well as 
its decision not to adopt the “ten-year” dis- 
closure period included within the Uniform 
Franchise Offering Circular—the Commis- 
sion has received several comments from in- 
dustry representatives characterizing the 
“seven fiscal year’’ period as excessive in 
length. See, e.g., International Franchise 
Association, R. V, 2074; and Household Fi- 
nance Corp., R. V, 2004. A careful analysis 
of the public record does not support such a 
viewpoint, however. 
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tionship.’ Section 436.1(a)(4)(ii) of 
the rule has been drafted with the 
intent of instituting appropriate safe- 
guards in response to comments from 
industry representatives and academ- 
ics concerning the scope of the disclo- 
sure:''® As a result, civil actions direct- 
ly involving a franchisor and present 
or former franchisees are not within 
the scope of section 436.1(a)(4)(ii)(B) 
unless they would have a “substantial 
likelihood” of influencing a franchisee 
or prospective franchisee in the 
making of a decision involving the 
franchise relationship; they occurred 
at some time during the previous 7 
fiscal years; and they involve the fran- 
chise relationship. Neither the involve- 
ment of a current officer of the 
franchisor in a suit brought by a labor 
union for representation rights within 
the company, for example, nor a suit 
brought by a former franchisee 
against the franchisor on the grounds 
of the negligent operation of an auto- 
mobile, outside the scope of their em- 
ployment relationship, would come 


within the ambit of the disclosure re- 
quired by section 436.1(a)(4)(ii)(B).'" 


See the International Franchise Associ- 
ation’s comment at R. III, 994, arguing for a 
narrow construction of this provision. 

10 See, e.g., Team Central, R. III, 353; An- 
thony R. Pierno, former Commissioner of 
Corporations, State of California, Tr. 650; 
Professor Urban B. Ozanne, Tr. 226; Wil- 
liam B. Norris, Subcommittee on Franchi- 
sor-Franchisee Relations, United States 
Chamber of Commerce, Tr. 616; Professor 
Donald M. Thompson, R. II, 3917, and Tr. 
303; Getty Oil Co., R. III, 161; Southland 
Corp., R. V., 2755-6; McDonalds Corp., R. V, 
2462; H & R Block, Inc., R. V, 632; General 
Motors Corp., R.V, 2482-3; and, Allis- 
Chalmers Co., R. V, 2039. In scrutinizing 
such comments, the Commission has made 
every effort to clarify its intent that 
“franchisor litigation history” be required 
to be disclosed only with respect to those 
civil actions which involve fraudulent con- 
duct or the franchise relationship itself. 

'‘' The first such example given herein— 
i.e., the union representation rights suit— 
would not be required to be disclosed by the 
franchisor since it was not brought by “a 
present or former franchisee or franchi- 
sees."” The second example provided—that 
of the negligence action—would not be re- 
quired to be disclosed even if it had been 
brought by “a present or former franchisee 
or franchisees,” since it does not involve the 
franchise relationship but rather is analo- 
gous to any private action involving an auto- 
mobile accident, unless the accident oc- 
curred in an attempt to coerce the franchi- 
see. In addition, the ‘“‘materiality” criterion 
included within § 436.1(a)(4)(ii)(B) operates 
in conjunction with the “franchise relation- 
ship” limitation to exclude from the disclo- 
sure requirements of the rule other types of 
“nongermane” litigation. See, e.g., com- 
ments submitted by General Foods, R. III, 
1181; McDonalds Corp., R. V, 2462, and 
Getty Oil Co., R. III, 161, in this regard. 
The Commission wishes to emphasize, how- 
ever, that the ‘franchise relationship” lan- 
guage within § 436.1(a)(4)(ii(B) is not in- 
tended to permit a multi-product or multi- 
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Section 436.1(a)(4)(iii) of the rule re- 
quires disclosure of the involvement of 
the franchisor, the franchisor’s parent 
firm (if any) and the franchisor’s man- 
agement as to any State or Federal in- 
junction or restrictive order concern- 
ing unfair and deceptive types of con- 
duct. As expressly stated therein, dis- 
closure is to be made regardless of 
whether such order or orders resulted 
from administrative or judicial pro- 
ceedings. '!” However, section 
436.1(a)(4)(iii) is not intended to be ap- 
plicable either to agreements resulting 
from private negotiations'* or to 
orders of general applicability result- 
ing from administrative rulemaking. '"* 


service franchisor to “‘split’’ the required 
disclosures as regards types of franchises— 
i.e., a franchisor which sells both fast food 
and clothing franchises must disclose all 
material civil actions brought against it by a 
present or former franchisee or franchisees 
during the previous seven fiscal years. Such 
a franchisor, as a result, cannot limit its 
“litigation history” disclosures along partic- 
ular product or service lines. 

112 Disclosure is required by 
§ 436.1(a)(4)(iii) where the injunctive or re- 
strictive order in question is “currently ef- 
fective,”” and where a proceeding in which 
such order is sought is pending. This lan- 
guage has been included within this provi- 
sion of the rule in the interest of requiring 
disclosure of material administrative litiga- 
tion. 

113Tn this regard, however, private negotia- 
tions between a franchisor and his franchi- 
see must be distinguished from formal con- 
sent proceedings involving a “State or Fed- 
eral agency or court injunctive or restrictive 
order.’ Consent orders of this type—such as 
a Federal Trade Commission order restrict- 
ing the representations which a particular 
fast food franchisor may make in advertis- 
ing directed at franchisees, or an order ob- 


_ tained by a State Attorney General enjoin- 


ing unauthorized billing through the mail 
by a book-distributor franchisor—are clearly 
material to a prospective franchisee, where 
they involve fraudulent conduct or affect 
the franchise relationship itself. The inclu- 
sion of such consent orders within the dis- 
closure requirements of § 436.1(a)(4)(iii) of 
the rule is clearly supported by the public 
record. See, e.g., comments submitted by 
Robert Olson, Office of the Attorney Gen- 
eral, State of Ohio, R. V, 2862; and the re- 
sults of the Commission’s § 6(b) survey, R. I, 
supra. In addition, such consent negotia- 
tions are presently required to be disclosed 
under regulations of the Securities and Ex- 
change Commission. See Form S-1 with ref- 
erence to the Securities Act of 1933, 15 
U.S.C. § 77a et seq; and Forms 8-K and 10-K 
with reference to the Securities Exchange 
Act of 1934, 15 U.S.C. §77b et seq. Finally, 
such consent orders are included within the 
disclosure requirements of the Uniform 
Franchise Offering Circular and related 
state franchise laws. See paragraph (3)(C) 
of the UFOC included in Appendix A. 

4Tn other words, a franchisor whose busi- 
ness activities come within the scope of the 
rule is not required to include within the 
disclosure statement either the text or the 
substance of any State or federal adminis- 
trative rule or regulations which may affect 
its business activities. See comments submit- 
ted by the International Franchise Associ- 


Further, section 436.1(a)(4)(iii) re- 
quires disclosure only where such 
order or orders “relate to or affect 
franchise activities,” or involve fraud- 
ulent type behavior as enumerated 
within the provision.' In this respect, 
the Commission has also built a “‘ma- 
teriality” concept into section 
436.1(a)(4)(iii), for where such orders 
relate to fraud or to the franchise re- 
lationship they would clearly be mate- 
rial to a prospective franchisee. ''® Fur- 
ther, in otherwise limiting the re- 
quired disclosure to activities directly 
involving or affecting the franchise re- 
lationship, the Commission is in full 
agreement with comments such as the 
following: 


Unless [such a disclosure] is limited to the 
area of franchising itself, this could well be 
so broad as to include an official action deal- 
ing with such matters as Sunday Blue Laws 
violations, alcoholic beverage violations, vio- 
lations involving only company-owned oper- 
ations or other areas of “‘business activity” 
quite irrelevant to the franchisee’s deci- 
i a a 


One additional refinement has been 
included within section 436.1(a)(4) in 
response to comments on the record. 
This concerns a suggestion from a 
number of industry representatives 
and academics calling for an opportu- 
nity to “explain” the litigation history 
disclosures required by _ section 
436.1(a)(4) of the rule.''® Such an op- 
portunity to “explain” the required 
disclosures in a separate statement is 
provided by section 436.1(a)(21) of the 


ation, R. V, 2074; asking for a clarification 
as to the meaning of the rule in this regard. 

'5Tn this respect, several industry repre- 
sentatives have commented that the disclo- 
sure requirement presently defined in 
§ 436.1(a)(4)(iii) should be limited to those 
injunctive and restrictive orders which 
relate directly to franchise activities. See, 
-e.g., Standard Oil of California, R. III, 432; 
International Franchise Association, R. III, 
1694; American Patent Law Association, Tr. 
29; and, Shakey’s inc., Tr. 185. 

16 See the discussion in Ch. III hereof. See 
also the discussion with reference to 
§ 436.1(n) of the rule, infra. In this regard, 
§ 436.1(a)(4)(iii) is consistent with 
§ 436.1(a)(4)(i) in defining as “material” all 
such injunctive or restrictive orders involv- 
ing either fraudulent conduct or the fran- 
chise relationship itself. Both of these sec- 
tions of the rule employ such a definitional 
mechanism due to the nature of judicial or 
administrative process involved. Compare 
§ 436.1(a)(4)(ii), which contains an express 
“materiality” limitation in part due to the 
fact that the civil actions therein described 
usually involve litigation between private 
parties, rather than criminal or administra- 
tive-type actions. 

"7International Franchise Association, R. 
III, 997. For related comments, see South- 
land Corp., R. III, 474; and Standard Oil of 
California, R. III, 432. 

"8See, e.g., Machinery and Allied Prod- 
ucts Inst., R. V, 2193; Management Recruit- 
ers International, R. V, 2951; Professor 
Urban B. Ozanne, Tr. 226; and Southland 
Corp., R. V, 2755. 
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rule.’ Section 436.1(a)(4) permits 
such an “explanation” within the dis- 
closure statement itself, however, 
through” inclusion of a “summary 
opinion” of counsel as to pending liti- 
gation.'22 The Commission believes 
that providing franchisors with such 
opportunities to ‘explain’ the litiga- 
tion history disclosures required by 
section 436.1(a)(4) is a_ sufficient 
means of rebutting any unfair ‘‘nega- 
tive inferences” which such informa- 
tion otherwise may imply. 

Section 436.1(a)(4) of the rule, then, 
is intended to provide for manageable 
disclosure of franchisor litigation his- 
tory, where such litigation would be 
material to prospective franchisees re- 
garding their decision whether to 
enter into a franchise relationship. In 
so doing, it should serve to avoid mis- 
representation or nondisclosure of 
such material facts '*? without placing 


"u9See the discussion of § 436.1(a)(21), 
infra. 

120 As is expressly noted in the rule, and 
for the protection of all parties involved, 
however, such a “summary opinion” of 
counsel may only be included within the dis- 
closure statement “if consent [of said coun- 
sel] to use of such opinion is [also] included 
within the disclosure statement.” Such a 
limitation upon use of a “summary opinion” 
of counsel has already been adopted by the 
Uniform Franchise Offering Circular as re- 
gards disclosure of pending litigation. See 
paragraph (3)(A) of the UFOC in Appendix 
A. Both the UFOC and the Rule permit use 
of such a summary “‘opinion’”’ only as it re- 
lates to pending litigation. This provision 
should allow franchisors to present to pros- 
pective franchisees an objective analysis of 
such important information within the dis- 
closure statement. At the same time, the 
“summary” quality of the opinion will 
permit such prospective franchisees to read- 
ily make reference to such legal analysis 
without placing an undue burden either 
upon the franchisor or the franchisees. 

21—n providing franchisors with this 
option, the Commission is acting in a 
manner consistent with prevailing securities 
law precedent. See, e.g., Form 8-K, with ref- 
erence to the Security Exchange Act of 
1934, 15 U.S.C. 77b et seq., providing for a 
“description” of any such material legal pro- 
ceedings. As suggested in comments submit- 
ted by one franchisor, such a provision per- 
mits a franchisor ‘“‘to (i) deny that the 
claims [required to be disclosed] are merito- 
rious and (ii) deny that the alleged acts or 
practices asserted by the franchisee [in such 
claims] constitute the policies or practices 
of the franchisor.” Southland Corp., R. V, 
2755. 

As discussed in the text, supra, 
§ 436.1(a)(4) of the rule has been drafted 
with the intent of combating both material 
misrepresentation and material nondisclo- 
sure of “franchisor litigation history.” As 
noted previously, comments in the public 
record reveal that the more serious of these 
two problems is that of material nondisclo- 
sure. It is therefore erroneous to suggest 
that such franchisor litigation involvement 
“is normally brought out in oral conversa- 
tion with the prospective franchisee or with 
his attorney.” Cf., Automotive Parts and Ac- 
cessories Association, R. V, 639. Several 
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an undue burden upon any affected 
person. 

In summary, the Commission has 
adopted the disclosure requirements 
of section 436.1(a)(4) in recognition of 
the fact that prospective franchisees 
must have available to them the perti- 
nent information bearing on the integ- 
rity and financial standing of the 
franchisor in order to make an in- 
formed decision on whether to enter 
into a business relationship with a par- 
ticular franchisor. Accordingly, the 
Commission believes that failure to 
disclose such material information, or 
the misrepresentation thereof, is an 
unfair and deceptive trade practice in 
violation of section 5 of the Federal 
Trade Commission Act, 15 U.S.C. § 45, 
since it (1) misleads the franchisee as 
to the integrity and stability of the 
parties with whom he or she is dealing 
and (2) could readily result in econom- 
ic injury to the franchisee since such 
lawsuits could affect how the franchi- 
see is able to carry on business, and 
since such information is important in 
terms of making a rational decision as 
to whether to enter into the franchise 
relationship. 

5. Bankruptcy history—Section 
436.1(a)(5). Disclosure of involvement 
in a bankruptcy proceeding '* on the 
part of the franchisor, the franchisor’s 
parent firm (if any), or the franchi- 
sor’s management '** is required by 


other industry representatives have com- 
mented that much of the information re- 
quired to be disclosed by present 
§ 436.1(a)(4) is already disclosed by franchi- 
sors listed on a national stock exchange or 
in “routine credit reports.’’ See generally 
Pepsi-Cola Co., R. V, 2179; Holiday Inns, 
Inc., Tr. 1284; and, Coolidge, Wall, et al., R. 
V, 530. While the Commission appreciates 
that the rule may require disclosure of simi- 
lar information in this regard, it has fa- 
shioned pertinent disclosure requirements 
in a manner which permits industry compli- 
ance without excessive effort. In addition, 
the problems addressed by the present rule 
and the group of persons which it seeks to 
protect—i.e., prospective franchisees—are 
quite dissimilar from those affected by re- 
lated securities or credit reporting regula- 
tions. A “listed company” exception in this 
context, as suggested by several industry 
representatives, would therefore be clearly 
inappropriate and inconsistent with the 
purposes of the rule. See, e.g., Coolidge, 
Wall, et al., R. V., 1530. 

123The definition of the terms “bankrupt- 
cy” and “insolvency” as employed within 
§ 436.1(a)(5) are those of the National Bank- 
ruptcy Act, 11 U.S.C. §1 et seq. (1966). In 
particular, see §§ 1(4) and 1(19), respectively. 
Involvement in insolvency proceedings 
under other related legislation at either the 
State or Federal level also comes within the 
scope of the required disclosure defined in 
§ 436.1(a)(5), however. See, e.g., the discus- 
sion of the Uniform Fraudulent Conveyance 
Act, in J. MacLachlan, Bankruptcy 12-14 
(1956). 

%4The franchisor’s “management” in- 
cludes all of the current directors and major 
officers of the franchisor (such as the chief 
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§ 436.1(a)(5) of the rule. Examination 
of numerous franchisee comments in- 
dicating bankruptcy involvement on 
the part of franchisors and the nondis- 
closure thereof has led the Commis- 
sion to include such a provision within 
the rule, since such information bears 
directly on the franchisor’s financial 
stability.' The public record shows, 
and the Commission finds, that infor- 
mation concerning bankruptcy _in- 
volvement on the part of franchisors 
would be ‘‘material” to any prospec- 
tive franchisee attempting to decide 
whether or not to enter into a fran- 
chise relationship. !76 

A provision requiring the disclosure 
of franchisor involvement in bank- 
ruptcy proceedings had been included 
within both the first proposed rule 
and the revised proposed rule.'?? How- 
ever, in response to several comments 
on the record, the Commission has re- 
vised present § 436.1(a)(5) both as to 
its specific phrasing and its scope. The 
bankruptcy disclosure has been made 
a separate provision in the rule in re- 
sponse to comments that ‘lumping [it] 
* * * with the felony and/or restrain- 
ing order’ [disclosure—i.e., present 
§ 436.1(a)(4)] gives the impression that 
a bankruptcy denotes some sort of il- 
legal action on the part of some indi- 
vidual or corporation * * *.’’'*8 In this 


operating officer, financial, franchise mar- 
keting, training and service officers). See 
§ 436.1(a)(2). 

125 See, e.g., the following consumer com- 
plaints: Radebaugh, R. VI, 851; Monezis, R. 
VI, 1344; Milman, R. VI, 1516-1517; Richard- 
son, R. VI, 1617; Borgessors, R. VI, 1829: 
Gausted, R. VI, 2703; Aeschliman, R. VI, 
877; Blankenburg, R. VI, 2295. As indicated 
in such complaints franchisees have expend- 
ed a considerable amount of money on fran- 
chise businesses, only to discover that the 
franchisor had formally petitioned for 
bankruptcy or had run out of funds and 
moved elsewhere. In this regard, ‘such com- 
plaints clearly indicate that the probiem 
herein much more concerns nondisclosure, 
although material misrepresentation of the 
franchisor’s financial condition is also evi- 
dent. See also H. Brown, Franchising: Reali- 
ties & Remedies 21 (1973); and note 132, 
infra. 

26The great majority of franchisees who 
chose to comment on their involvement 
with a financially insolvent franchisor, or 
one which had declared formal bankruptcy, 
stressed the importance of such information 
to them. Several such franchisees indicated 
that disclosure of franchisor involvement in 
bankruptcy would have had a “substantial 
likelihood” of influencing them in deciding 
whether to enter into a franchise relation- 
ship. See, e.g., Richardson, R. VI, 1617; 
Monezis, R. VI, 1344; Radebaugh, R. VI, 851; 
and other comments cited above. Such com- 
ments clearly demonstrate that bankruptcy 
involvement information is “material,” as 
that term is discussed within § 436.2(n) of 
the rule, infra. 

127See Appendix B, § 436.1(a)(4)(c) and Ap- 
pendix C, § 436.1(a)(4(c). 

8Cottman Transmissions, Inc., R. V, 
2436. See also International Franchise Asso- 
ciation, R. ITI, 997. 


FEDERAL REGISTER, VOL. 43, NO. 246—THURSDAY, DECEMBER 21, 1978 





59650 


regard, the Commission well recog- 
nizes that the law of bankruptcy is de- 
signed as an avenue of relief both for 
the “honest debtor” and its credi- 
tors.’ As a result, the present bank- 
ruptey disclosure provision has been 
drafted so as to impart no indication 
of unlawful conduct on the part of 
franchisors who have been so involved. 
It does, however, reflect comments 
from franchisees,'*° academics,'™' and 
various State and local officials ' 


'"29That modern bankruptcy law is intend- 
ed tO so protect the “honest debtor” has 
been the subject of comment in major case 
law, as well as related texts. See, e.g., Local 
Loan Co. v. Hunt, 292 U.S. 234, 244 (1934); 
D. Epstein, Debtor-Creditor Relations 128- 
146 (1973); S. Donnely, et al.. Bankruptcy, 
Arrangements and Reorganizations 925 
(1864); 9 Am Jur 2d, Bankruptcy §3 (1963); 
and J. MacLachlan, Bankruptcy 1 (1956). 
The disclosure required by § 436.1(a)(5) of 
the rule in no way impairs this protection 
for the “honest debtor” while at the same 
time bringing to light the activities in this 
regard of the “unscrupulous debtor.” From 
comments such as those cited previously, it 
is apparent that such “unscrupulous debt- 
ors” are a matter of serious concern within 
the franchising industry. Note that 
§ 436.1(a21) would allow explanation of 
the circumstances of such bankruptcies, dis- 
cussed infra. 

'8eSee, e.g., comments cited at note 125, 
supra. 

't! See, e.g., Professor Urban B. Ozanne, R. 
II, 3893A, stating that “prospeciive franchi- 
sees have the need and right to know the 
conviction or bankruptcy record of key 
franchisor personnel * * *. These data obvi- 
ously give some suggestion of the integrity 
of the franchisor.’ Professor Ozanne also 
notes in his study that financial failure on 
the part of the franchisor is an important 
problem. See The Economic Effects of Fran- 
chising, R. I], 115-124, (Professor Shelby D. 
Hunt, co-author). In this study, Professors 
Ozanne and Hunt present data which indi- 
cates that “a minimum of 54 fast-food fran- 
chise systems failed during 1968 and 1969”— 
such franchisors representing 6.7 percent of 
all franchise systems in existence during 
that period. See R. IU, 1154. 

'?In a report submitted at the Williams 
Hearings, New York Attorney General 
Lefkowitz stated that one of the “areas 
where the lack of full and fair disclosure 
has led to flagrant abuses” concerns “fran- 
chising companies going out of business 
after reaping financial windfails from high 
pressure selling campaigns because the pur- 
pose of the companies was to sell franchises 
and not to operate businesses.” R. II, 556. 
More specifically, he emphasized that: 
“During our investigation [of franchising 
within New York State], my staff found 
that some companies involved in Chapter 
XI bankruptcy reorganization continued to 
solicit franchisees with no indication of the 
financial catastrophe suffered by the 
franchisor.” id. at 553 

He also gave the following example at R. 
II, 564: “Franchising information without 
full disclosure has often led to tragic results. 
This was apparent in a case involving a 
franchise distributor of portable toilets. 
This company wrote the Attorney General 
on December 1i, 1969, in response to his 
questionnaire: ‘please be advised that we are 
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whose experience urges inclusion of 
such a provision within the rule. 

Further, in requiring disclosure of 
involvement in bankruptcy proceed- 
ings, section 436.1(a)(5) of the rule 
parallels provisions in both pertinent 
Federal and State legislation. For ex- 
ample, such information is deemed to 
be “material” and therefore required 
to be disclosed to prospective investors 
under the Federal securities acts.'** In 
this regard, the Fair Credit Reporting 
Act'** also sets forth disclosure of such 
information. In addition, franchisor 
involvement in bankruptcy must be 
disclosed pursuant to the Uniform 
Franchise Offering Circular. In 
shaping the bankruptcy disclosure 
within the rule, however, the Commis- 
sion has made a significant attempt to 
facilitate industry compliance. As a 
result, under the present rule, involve- 
ment in bankruptcy need only be dis- 
closed if it occurred within the “‘previ- 
ous seven fiscal years’”—a disclosure 
period shorter than that required 
either by the Fair Credit Reporting 
Act or the UF'OC.'** 

In order to simplify the bankruptcy 
disclosure, both in terms of facilitating 
franchisee understanding of the dis- 
closure and industry compliance, the 
information required by section 


436.1(a)(5) is divided into four subpar- 


operating under Chapter XI of the Federal 
Bankruptcy Act and do not have any em- 
ployees to file your forms as requested.’ 

“However, by letter seven days earlier this 
same company wroie to our undisclosed in- 
vestigator an extensive letter offering a 
franchise in New York State. While the 
letter was long and detailed as to the porta- 
ble toilet equipment offered, there was no 
mention whatever that this company was 
presently operating under Chapter XI of 
the Federal Bankruptcy Act. Yet investors 
were being asked to invest substantial 
moneys in an operation wholly lacking in 
the purported assets and operating reliabil- 
ity used to induce such investment.” 

See also remarks of the State of Wiscon- 
sin, Department of Justice, R. II, 2614. 
(“The area of franchise promotion is one of 
the most troublesome enforcement areas be- 
cause of, among other reasons, the difficul- 
ty of collection of judgments obtained 
against inadequately capitalized or disap- 
pearing franchisors.’’). 

8 Disclosure of involvement in bankrupt- 
cy proceedings would fall within the disclo- 
sure requirements of Form S-1, with refer- 
ence to the Securities Act of 1933, 15 U.S.C. 
§$ 77a et seq.; and Forms 8-K and 10-K, with 
reference to the Securities Exchange Act of 
1934, 15 U.S.C. § 77b et seq. for example. 

3415 U.S.C. §§ 168ic(a)(1) and 1681(d). 

88See paragraph 4 of the UFOC, append- 
ed hereto as Appendix A. 

86 Under the Fair Credit Reporting Act, 15 
U.S.C. § 1681c(aX1), such disclosure may be 
made for bankruptcy involvement during 
the previous 14 years, while under the 
UFOC, such disclosures may cover a 15 year 
period. In limiting the required disclosure 
period to the “previous seven fiscal years,” 
§ 436.1(aM5) of the rule is consistent with 
the “franchisor litigation history’ disclo- 
sures defined in § 436.1(a4). 


agraphs. Section 436.1(a)(5) (i), (iD, 
and (iii) of the rule require disclosure 
of bankruptcy involvement on the part 
of the franchisor, the franchisor’s 
parent firm, or any of the manage- 
ment personnel designated in para- 
graph (a)(2)."7 Section 436.1(a)(5)iv) 
requires disclosure where any of these 
persons has been “a principal, direc- 
tor, executive officer or partner of any 
other person that has so filed or was 
so adjudged or reorganized.’ Again, in 
the interest of providing prospective 
franchisees with material information, 
section 436.1(a)(5xiv) requires such 
disclosure only where bankruptcy pro- 
ceedings ensued “during or within 1 
year after the period that such person 
held such position in such other 
person.” 1°8 

The disclosure defined in section 
436.1(a)(5) is a somewhat limited one, 
however, requiring only a description 
of the “the name and location of the 
person having so filed, or having been 
so adjudged or reorganized, the date 
thereof, and any other material facts 
relating thereto.” °° In drafting the re- 
quired disclosure in this manner, the 
Commission believes that it has pro- 
vided affected franchisors with a 
means of transmitting such important 
information to prospective franchisees 
without undue burden. : 

The disclosures set out in section 
436.1(a)(5) have been required by the 
Commission in recognition of the fact 
that information bearing on a franchi- 
sor’s financial stability and ability to 
successfully manage a business is 
clearly material since it would have a 
substantial likelihood of affecting a 
prospective franchisee’s decision on 
whether to enter into a business rela- 
tionship with that franchisor. Failure 
to disclose such material information, 
or the misrepresentation thereof, is 
therefore a deceptive and unfair trade 
practice in violation of section 5 of the 
Federal Trade Commission Act, 15 
U.S.C. § 45, since it (1) may mislead 
the franchisee as to the integrity and 


87As a point of clarification, § 436.1(a5) 
does not require disclosure of “a claim filed 
by the franchisor, its officers or directors, or 
companies with which they have been asso- 
ciated in the bankruptcy of another.” Inter- 
national Franchise Association, R. V, 2089; 
and see Kentucky Fried Chicken, Tr. 518. 
The Commission wishes to emphasize that 
the disclosure defined in § 436.1(a)(5) is in- 
tended only to require disclosure of bank- 
ruptcy by a franchisor, the franchisor’s 
parent firm, or a designated management 
person. 

' A substantially similar provision is con- 
tained in paragraph (4) of the Uniform 
Franchise Offering Circular, appended 
nereto as Appendix A. 

‘“8Examples of “other material facts” 
within the meaning of § 436.1(a)(5) may be 
the relationship between the franchisor and 
the subject of the bankruptcy disclosure 
and, in certain circumstances, a summary of 
the details of the arrangement made with 
creditors. See § 436.2(n). 
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managerial ability of the parties with 
whom he or she is dealing and (2) 
could readily result in drastic econom- 
ic injury to the franchisee because it 
could lead him or her to invest sub- 
stantial amounts of money in a bank- 
rupt business. 

6. Description of franchise—Section 
436.1(a)(6). The disclosure of ‘‘a factu- 
al description of the franchise offered 
to be sold’”’ as required by section 
436.1(aX(6) is a “routine” disclosure 
made by franchisors in connection 
with any franchising agreement.'*° 
Such a disclosure is required by a 
number of State franchise laws.'*! The 
record contains support for the full 
disclosure of this essential informa- 
tion.'** Numerous comments on the 
public record describe franchisors’ 
misrepresentations and nondisclosure 
of material facts relating to the ‘‘fran- 
chise package,’”’ resulting in serious 
economic harm to franchisees. '**° 
Thus, in order to prevent franchisors’ 
material misrepresentations or nondis- 
closure of elements of the ‘franchise 
package,” section 436.1(a)(6) of the 
rule requires that the disclosure state- 
ment contain an accurate and full dis- 
cussion of what the franchisee is in 
fact purchasing, leasing, or otherwise 
acquiring. 

Several oil companies have suggest- 
ed, however, that the provision may be 
inapplicable to certain business rela- 


149 See, e.g., Professor Urban B. Ozanne, R. 
II, 3892A; International Franchise Associ- 
ation, R. V, 2123; and, Thomas Murphy, Tr. 
1603. 

1 See, e.g., paragraph (1)(E) of the Uni- 
form Franchise Offering Circular in Appen- 
dix A, which contains a similar ‘“‘description 
of the franchise”’ disclosure requirement. 

142 See, e.g., R. I, 3892A. For example, one 
franchisee paid a $14,750 franchisee fee for 
a “‘package”’ which according to the franchi- 
sor, was to include ‘an intensified national 
advertising campaign to publicize the fran- 
chise name.” However, as. stressed by the 
franchisee, “in fact national advertisements 
were run only once during the time that I 
was associated with them” (West, R. VI, 35). 
Pursuant to § 436.1(a)(6), had this franchi- 
sor made a representation of this type, it 
would have been required to be made in a 
manner accurately reflecting all material 
facts or be violative of the rule. One 
franchisor advertised the sale of hot food 
vending machine distributorships by stating 
that “all these delicious products are sold 
from the latest in automatic vending equip- 
ment.” (R. VI, 1797.) A franchisee of this 
franchisor, in contrast, stated that the ma- 
chines are of ‘very inferior quality. The 
quarter slots will accept slugs, nickels and 
foreign money. We were told the coin mech- 
anisms would reject all these objects, and 
that they were jam proof, which in fact 
they are not.” (R. VI, 1813.) Similarly any 
representation of this nature by a franchi- 
sor would be required to be truthful or be 
violative of the rule. See generally R. II, 
1218. 

143See Ch. III, supra for discussion of fran- 
chise complaints involving such economic 
losses. And see also Coleman R. Rosenfield, 
R. IV. 138. 
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tionships such as theirs.'*4 An auto- 
mobile franchisor took issue with the 
use of the word “sold” within section 
436.1(aX6) of the revised proposed 
rule.'* This franchisor noted that ‘in 
a few States, dealers are granted the 
right by State law subject to certain 
conditions to sell the franchise con- 
trary to the terms of the franchise 
agreement” and suggested that the 
words “by the franchisor” be added to 
the requirement.'** As made clear in 
the discussion of section 436.2(k), 
infra, the word ‘“‘sold’”’ encompasses re- 
lationships other than those formally 
thought of as a “sale.” However, the 
Commission believes that the suggest- 
ed language change will help clarify 
the intent of the requirement, and ac- 
cordingly has incorporated the words, 
“by the franchisor” in_ section 
436.1(a)(6). 47 

The fundamental importance of in- 
formation concerning the ‘franchise 
package” is demonstrated in remarks 
made by Harold Brown (R. II, 1255): 


Fundamentally, the franchisor represents 
that it has formulated an overall system 
which will function at least reasonably well 
under normal circumstances, although 
many franchisors literally profess to have 


_ developed systems with superior perform- 


ance probabilities. The composite of such a 
package would clearly include purchasing, 
merchandising, and advertising, sales, rec- 
ordkeeping, maintenance, supply and all 
service matters. [Further], perhaps the 
principal element would relate to the 
human factor, based on the representation 
that ‘‘no experience is required,” thus call- 
ing for superior training, supervision, oper- 
ating manuals, and expert services. 


Therefore, section 436.1(a)(6) of the 
rule requires that a ‘‘factual descrip- 
tion” of the franchise offered by the 
franchisor be provided. Included in 


4See Gulf Oil Company, R. V, 1132, 
wherein Gulf reiterates that it ‘‘enters into 


no franchising agreements,’ therefore 
“finding” the entire rule inapplicable to its 
service station dealer operations. This issue 
of the coverage of the rule is dealt with 
fully in the discussion pertaining to 
§ 436.2(a) of the rule, wherein the term 
“franchise” is defined. For other oil compa- 
ny comments critical in effect of 
§ 436.1(a)(6) of the rule, see Standard Oil of 
Indiana, R. V, 694; and Standard Oil of 
Ohio, R. V, 2573 (“Many oil company deal- 
ers generally attend training school and 
know the ‘facts’ of operating a service sta- 
tion. Station locations are in existence when 
offered to dealers, and therefore the ‘track 
record’ of a particular station is usually 
available unless it is a new station.’’) These 
criticisms pale in light of the strong support 
for the inclusion of a ‘franchise descrip- 
tion” disclosure in the rule. See also the dis- 
cussion of § 436.2(k), infra, the definition of 
“sale of a franchise,” that makes clear that 
no actual ‘‘sale’” is necessary in order to es- 
tablish a “franchise’’ relationship. 

'8General Motors Corporation, R. V, 
2483. 

146 Id. 

47See also the discussion of § 436.2(c), the 
definition of “franchisor,” infra. 
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this requirement are the following: (1) 
a general description of the business 
to be conducted by the franchisees; (2) 
a detailed discussion of the ‘‘business 
format” and/or “product line’ the 
franchisee is in fact purchasing, leas- 
ing, or otherwise acquiring; (3) a de- 
scription of the market for the goods 
and/or services to be sold by the 
franchisee; (4) a general description of 
the businesses with which the franchi- 
see will have to compete; and (5) any 
other material facts regarding the 
competitive conditions affecting the 
franchisee. 

The Commission has adopted the re- 
quired disclosure of section 436.1(a)(6) 
in recognition of the critical need of 
prospective franchisees to be informed 
with respect to the fundamental 
nature of the franchise package. The 
Commission therefore concludes that 
the failure to disclose such material 
information, or the misrepresentation 
thereof, is a deceptive and unfair prac- 
tice in violation of section 5 of the 
Federal Trade Commission Act, 15 
U.S.C. § 45, since it (1) misleads the 
franchisee as to what he or she is 
‘‘purchasing” and (2) could readily 
result in substantial economic injury 
to the franchisee because of his or her 
inability to make a rational decision as 
to whether a particular franchise is 
worth the price being asked for it. 

7. Initial funds—Section 436.1(a)(7). 
A considerable amount of comment 
exists in the public record as to the 
funds which the prospective franchi- 
see must pay the franchisor, or ‘‘affili- 
ated persons,” '** in order to obtain or 
commence the franchise operation.'** 
Such comments encompass numerous 
suggestions as to what such “franchise 
fees” or funds are, how they should be 
used, and in several instances, under 
what circumstances they should be re- 
turned.'° Despite the diversity of com- 


's*The meaning of ‘affiliated persons” is 
discussed, infra, in reference to § 436.2(i) of 
the rule. See also the discussion, infra, re- 
garding § 436.1(a)(9) of the rule. The term 
“funds” is used rather than “fees” since the 
former term is broader than the latter and 
since franchisees may be required to expend 
funds that would not themselves be consid- 
ered ‘‘fees”’. 

491It is to be emphasized that the disclo- 
sures required by § 436.1(a)(7) of the rule 
concern those ‘‘funds’’ which the franchisee 
must pay to the franchisor, or ‘affiliated 
persons” in order to “obtain or commence 
the franchise operation.’ Disclosure as to 
“recurring funds’’ which the franchisee 
must pay to the franchisor or ‘affiliated 
persons” are treated in a separate section of 
the rule, § 436.1(a)(8), discussed infra. 

189See, e.g., George Grenert, R. IV, 1199; 
Coleman Rosenfield, Tr. 270 and R. IV, 139; 
Robert M. Dias, Tr. 1458; William McAlpine, 
AAMCO Dealers Association, Tr. 1068; 
Edward E. Ellis, Kentucky Fried Chicken, 
Tr. 516; Pennsylvania Petroleum Associ- 
ation, R. III, 649; Charles Vaughn, Director, 
Special Programs, Boston College, Tr. 1101; 
John Jackson, Tr. 461; Gulf Oil Company, 

Footnotes continued on next page 
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ments received in response to section 
436.1(a)(7) of the rule, one point was 
consistently emphasized as to the dis- 
closure required therein—i.e., “fran- 
chise fee information is very impor- 
tant.” = 

The essential need for a disclosure 
of initial funds to be paid by the pros- 
pective franchisee becomes at once ap- 
parent upon examining the consumer 
complaints,’? industry comments, 
and academic studies '*‘* received by 
the Commission. These materials indi- 
cate that prospective franchisees are 
often not fully informed as to the 
franchise fees they will be required to 
pay. Since such fees frequently involve 
substantial sums of money, it must be 
assumed that if they were fully dis- 
closed, they would play a significant 
role in a prospective franchisee’s deci- 
sion of whether to enter into a fran- 
chise relationship. In this regard,. var- 
ious state laws and other federal 
agencies ** have considered informa- 
tion concerning the initial franchise 
fee and associated costs to be of criti- 
cal import. As in the Uniform Fran- 
chise Offering Circular,'*’ the present 


Footnotes continued from last page 

R. V, 1133; Sperry & Hutchinson, R. V, 
2273; Standard Oil of Ohio, R. V, 2573; 
Texaco Oil, R. V, 1663; Professor Urban B. 
Ozanne, R. III, 3892-4; Harold Brown, R. V, 
1153. 

‘S| Gerald Evans, R. IV, 113. See also com- 
ments cited in note 150, supra, and John F. 
Jackson, R. IV, 1506 and Tr. 449; Don R. 
Phelps, R. IV, 1400; Alexander Brown, R. 
IV, 1433-4; W. Crofton, R. IV, 1075; Dorothy 
Von Beroldingen, Multi-Level Distributors, 
Inc., Tr. 1494; Anthony R. Pierno, former 
Commissioner of Corporations for the State 
of California, Tr. 655-6; Eugene E. Brott, R. 
IV, 445. 

8? See, e.g., W. Crofton, R. IV, 1075; Alex- 
ander Brown, R. IV, 1433-4. 

'8 See, e.g.. Edward J. Wilsmann, Home- 
makers’ Home & Health Care Services, Tr. 
363, and R. III, 1107; William McAlpine, 
AAMCO Dealers Association, Tr. 1068; Don 
R. Phelps, R. IV, 1490; Charles Binsted, Na- 
tional Congress of Petroleum Retailers, R. 
IV, 1934, and Tr. 385; Dorothy Von Berol- 
dingen, Multi-Level Distributors, Inc., Tr. 
1494; and compare Gulf Oil Company, R. V, 
1136; Texaco Oil, R. V, 1660; and Standard 
Oil of Ohio, R. V, 2569. 

See, e.g., Professor Urban B. Ozanne, R. 
II, 3892-4; Harold Brown, Franchising: Re- 
alities & Remedies, 20-4 (1973); Coleman R. 
Rosenfield, The Law of Franchising, 54-56 
(1970). It should be noted that Professors 
Ozanne and Hunt indicate that franchise 
fee clauses appear in 83 percent of all fran- 
chise agreements within their sample study 
of fast-food franchisors. R. II, 1274. 

‘See, e.g., the laws of the following 
States: California, at R. V, 662; Illinois, R. 
V, 771; Michigan, R. V, 806; Oregon, R. V, 
891; Rhode Island, R. V, 908; and South 
Dakota, R. V, 936; and testimony before the 
Commission of Anthony R. Pierno, former 
Commissioner of Corporations, for the 
State of California, Tr. 655-6. 

56See, e.g., Franchising In The Economy 
1975-1977, United States Department of 
Commerce. 

*7In this regard, see par. (5) of the UFOC 
in Appendix A. A reading of the language of 


> 
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rule requires disclosure of this critical 
information. 

Franchisee complaints received by 
the Commission disclose misrepresen- 
tation to be particularly acute with re- 
spect to initial franchise fees and 
other associated costs to the franchi- 
see prior to commencement of the 
franchise operation.** Such “initial 
fees” are often substantial.* For ex- 
ample, Professor Ozanne cites the 
“fast food” industry, wherein the 
median franchise fee was $7500 in 
1970.’ Another 1971 study indicates 
that some 22.7 percent of a franchi- 
sor’s income is derived from collection 
of such “fees” prior to the commence- 
ment of the franchise operation. In 
addition, such figures may not accu- 
rately capture other associated ex- 
penses which the franchisee will incur 
prior to the commencement of his 
franchise business. '*! 


that paragraph clearly indicates that the 
UFOC is broader both in terms of the scope 
of disclosure required and in substance. Spe- 
cifically, §436.1(axX7) of the present rule 
does not require the franchisor to set forth 
the manner in which it will “use or apply” 
the franchise fee or initial payment, nor 
does it require a disclosure as to the “‘formu- 
la” by which such fee or payment is deter- 
mined. This latter “formula disclosure” pro- 
vision had originally been included within 
§ 436.1(aX(8) of the first proposed rule, but 
has not been included in the rule due to in- 
sufficient support on the public accord. 

58 See, e.g., R. IV, 1075; R. IV, 1433-4. 

89See, The Franchise Guide, An Encyclo- 
pedia of Franchise Opportunities, published 
by Resource Publications, Inc. (1969), R. II, 
3185-3758, a compilation of some four hun- 
dred franchise offerings. Initial investments 
required of the franchisee range from lows 
of $150 for the purchase of a collection 
letter franchise (R. II, 3664) and the pur- 
chase of plastic laminating vending ma- 
chines for $214.50 each (R. II, 3479), to in- 
vestment highs of $250,000 for a brake serv- 
ice system franchise (R. II, 3445), or esti- 
mated initial investments of “$250,000 to 
$300,000 over and above the first mortgage 
obtained” for a motel franchise (R. II, 
3375), and minimum investment of 
$10,000.00 plus land investment and a $7,500 
franchise fee for a recreational campground 
franchise (R. II, 3706). See also R. II, 3223, 
“Franchise Failures Few and Far Between,” 
J. F. Atkinson (reprinted from Franchising: 
The Odds-On Favorite, and appearing in the 
Franchise Guide, An Encyclopedia of Fran- 
chise Opportunities) where Atkinson notes, 
in discussing franchise investments required 
by the members of the International Fran- 
chise Association, that “initial investments 
in member franchises range from $3,000 for 
a Mr. Softee ‘mobile restaurant,’ upwards to 
$1,500,000 for a Sheraton Motor Inn. In 
fact, although soft-drink franchises are not 
being actively sold today, a franchisee 
might theoretically need $5 to $10 miilion to 
purchase a Coca-Cola, Pepsi Cola, or Seven- 
Up franchise.” (R. II, 3223.) 

‘eR. II, 3894. Such franchise fees may be 
considerably higher in certain circum- 
stances. See, e.g., Harold Brown, Franchis- 
ing: Realities & Remedies at 20-24 (1973). 

‘1H. Brown, Franchising: Realities & 
Remedies 20 (1973). See also United States 


These materials also illustrate a 
“blurring” of the “initial franchise 
fee” concept. Indeed, a number of in- 
dustry representatives have criticized 
the use of the term “franchise fee’ 
within § 436.1(a)(7) of the first pro- 
posed rule, as being too vague.'® For 
example, one industry representative 
recognized the need for such a disclo- 
sure, but questioned whether the term 
“franchise fee’? meant “royalties, con- 
tinuing fees based on sales volume, 
etc., or the fee paid initially to acquire 
the franchise?’’'* In response to such 
comments, § 436.1(a)(7) of the rule 
now employs the phrase “funds which 
must be paid by the franchisee * * * in 
order to obtain or commence the fran- 
chise operation.” Examples of such 
“funds” are then provided—including 
“initial franchise fees, deposits, down 
payments, prepaid rent, and equip- 
ment or inventory purchases’—in 
order to more clearly define the types 
of franchisee expenses involved in the 
disclosure required by § 436.1(a)(7) of 
the rule.'** In response to additional 
comments on the public record, the 
disclosure required has been refined to 
specifically include franchisee “funds” 
which must be paid to persons “‘affili- 
ated” with the franchisor, as well as 
such “funds” which must be paid di- 
rectly to the franchisor.'® 


Department of Commerce, Franchising In 
The Economy: 1975-1977, at 43 (1976). Al- 
though this table does not specifically dif- 
ferentiate between franchisee payments 
prior to the commencement or operation of 
the franchise and payments of a recurring 
nature, it is evident that such franchisee 
“start-up” costs are most substantial. 

12 See, e.g., Edward E. Ellis, Kentucky 
Fried Chicken, Tr. 516; Edward J. Wils- 
mann, Homemakers’ Home & Health Care 
Services, Tr. 363 and R. III, 1107; and 
Texaco Oil, R. V, 1663. 

*3Edward J. Wilsman, Homemakers’ 
Home & Health Care Services, Tr. 363 and 
R. ITI, 1107. 

'6¢Tt should be emphasized that the disclo- 
sures required by § 436.1(aX(7) are also in- 
tended to include nonrecurring commit- 
ments of funds by franchisees to their 
franchisors or affiliated persons relating to 
obtaining or commencing the franchise 
business, where such funds are to be paid at 
a time after execution of the franchise 
agreements and where such commitment is 
made at the time of execution. By carefully 
attempting to describe the types of 
“franchisee funds” intended to be included 
in a disclosure of this nature, rather than 
employing a definition of “franchise fee” 
based upon artificial constructs, § 436.1(a)(7) 
of the rule should reduce the need for 
debate as to whether a specific franchisee 
payment must be disclosed. This ‘“‘narrative”’ 
approach as to disclosure of such ‘“‘precom- 
mencement” franchisee payments is sup- 
ported by the public record. See, e.g., 
Charles Binsted, National Congress of Pe- 
troleum Retailers, R. IV, 1934 and Tr. 385; 
John F. Jackson, R. IV, 1506 and Tr. 449; 
and Coleman R. Rosenfield, Tr. 270, and R. 
IV, 139. 

See, e.g., Dorothy Von Beroldingen, 
Multi-Level Distributors, Inc., Tr. 1494; and 

Fooinotes continued on next page 
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By further requiring disclosure as to 
such franchisee ‘‘funds” and the con- 
ditions under which they may or may 
not be returnable, the rule provides 
prospective franchisees with informa- 
tion critical to deciding whether to 
enter into a franchise relationship. '* 
However, with the exception of the 
use of the term “affiliated person’’—in 
place of the term ‘“‘substantiai connec- 
tion” in section 436.1(a)(7) of the re- 
vised proposed rule—the new language 
employed in this paragraph of the rule 
is merely clarifying.'**’ The Commis- 
sion does not believe, however, that 
there is sufficient material on the 
public record to require disclosure as 
to the amount of ‘working capital” 
which a franchisee must obtain in 
order to conduct his business oper- 
ation.'** The required disclosure does 
not pass upon the legality of the so- 
called “front-end franchise fees,’ '® 


Footnotes continued from last page 
Anthony R. Pierno, former Commissioner of 
Corporations for the State of California, Tr. 
655-6. 

‘6 The public record confirms the need for 
disclosure of this information, both by nu- 
merous consumer complaints—see e.g., W. F. 
Crofton, R. IV, 1075—as well as other com- 
ments furnished to the Commission on this 
issue. See, e.g., Professor Urban B. Ozanne, 
Tr. 227 and R. II, 3892-4; Anthony R. 
Pierno, former Commissioner of Corpora- 
tions of the State of California, Tr. 655-6; 
Charles Binsted, National Congress of Pe- 
troleum Retailers, R. IV, 1934 and Tr. 385; 
Gerald Evans, R. IV, 1400; Alexander 
Brown, R. IV, 1433-4; Edward E. Ellis, Ken- 
tucky Fried Chicken, Tr. 516. 

‘7The meaning of the term “affiliated 
persons,” as used herein, is discussed in 
some detail with reference to § 436.2(i) of 
the rule. As emphasized, infra the use of the 
term “affiliated persons’’—a term originally 
included within § 436.1(a)(1) and (a)(12) of 
the first proposed rule, Appendix B—serves 
to limit the scope of the disclosure presently 
required. In particular, § 436.1(a7) employs 
this term in place of the phrase “substantial 
connection,” a significantly broader concept 
which had been included within § 436.1(a)(7) 
of the revised proposed rule, see Appendix 
C. In this regard, see the discussion relating 
to § 436.1(a)(9) of the rule, infra. 

‘686 Although “working capital” and other 
franchisee “‘start-up costs” are often sub- 
stantial, the Commission has not incorpo- 
rated such a suggestion within the rule 
since it believes the present disclosures re- 
quired by § 436.1(a)(7) to be an adequate 
means of informing prospective franchisees 
as to material aspects of the franchise rela- 
tionship involving initial franchise fees. 
Further, such working capital costs vary 
markedly as to different types of franchise 
businesses and the issue has not been previ- 
ousiy published for public comment. 

‘See W. Crofton, R. IV, 1075; and 
Eugene E. Brott, R. IV, 445 for examples of 
negative commentary on the use of “front- 
end” franchise fees by franchisors. Other 
critical comments urge that the rule should 
require disclosure of how the franchise fee 
is to be used, a suggestion adopted in para. 
(5A) of the Uniform Franchise Offering 
Circular but not included within the rule. 
See, e.g., comments of John F. Jackson, R. 
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nor does it require that such ‘‘fees” be 
placed in an escrow or other regulated 
account by the franchisor.'!7° 

In short, section 436.1(a)(7) of the 
rule has been written so as to describe 
accurately and clearly the types of 
“funds” which must be paid by the 
franchisee ‘‘in order to obtain or com- 
mence the franchise cperation,” with- 
out reference to an ‘‘all inclusive’”’ defi- 
nition which would in all likelihood 
fail to adequately delimit the class of 
“funds” intended to be included with 
the disclosure. In addition, section 
436.1(a)(7) does not attempt to define 
under what conditions a franchisor 
may or may not voluntarily return the 
above-mentioned franchisee ‘funds,” 
but only requires disclosure as to the 
circumstances under which the 
franchisor has in fact agreed to make 
such refunds. 

The substantial risk faced by a pros- 
pective franchisee in entering into a 
franchise relationship has led the 
Commission to provide for disclosure 
of required initial funds as set forth in 
section 436.1(a)(7) of the rule. This in- 
formation would have a substantial 
likelihood of affecting the prospective 
franchisee in deciding whether to 
enter into a business relationship with 
that franchisor. Failure to disclose ma- 
terial information as to the true cost 
of the franchise, or the misrepresenta- 
tion thereof, is an unfair and deceptive 
trade practice in violation of section 5 
of the Federal Trade Commission Act, 
15 U.S.C. § 45, since it (1) misleads, or 
at least confuses prospective franchi- 
sees as to the amount of the required 
initial franchise investment and (2) 
could readily result in economic injury 


IV, 1506 and Tr. 449; Don R. Phelps, R. IV, 
1400; Patrick McGuire, Conference Board of 
New York, Tr. 258; and Alexander Brown, 
R. IV, 1433-4. While such a suggested disclo- 
sure would appear to provide the prospec- 
tive franchisee with potentially helpful in- 
formation, the Commission has not chosen 
to include it within the rule at this time in 
the belief that present disclosures within 
§ 436.1(a)(7) of the rule are sufficient to put 
the prospective franchisee on notice of the 
significant funding requirements of the 
franchise. 

7 Although suggested by a number of 
comments on the public record, the Com- 
mission has not adopted an “escrow ac- 
count” approach regarding the treatment of 
initial ‘‘funds.” For positive comment as to 
the need for such “escrow account” regula- 
tion, however, see, e.g., Robert M. Dias, Tr. 
1458; William McAlpine, AAMCO Dealers 
Association, Tr. 1068; John F. Jackson, Tr. 
461; Alan D. Arnoid Tr. 582-3; Henry C. 
Guhl, R. IV, 1093; Mitchell Weil, R. IV, 127. 
While there is some merit to this escrow ac- 
count suggestion, neither of the previously 
published versions of the rule contained any 
previsions which mentioned the possibility 
of the Commission requiring ‘franchise 
fees” to be put in escrow. As a result, there 
is little or no comment in the record from 
franchisors on this issue, and the inclusion 
ef such a reguiatory provision within the 
rule could not be supported at this time. 
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to a franchisee unable to fully obtain 
all such funds or unable to recoup the 
full amount of such funds in the 
course of the franchise business.'” 

8. Recurring funds—Section 
436.1(a)(8). As in the case of section 
436.1(a)(7) of the rule, a considerable 
amount of comment exists in the 
public record as to the subject of ‘‘re- 
curring funds” which the prospective 
franchisee must pay the franchisor, or 
“affiliated persons,” '”? in order to con- 
tinue the franchise operation.'** Nu- 
merous suggestions are made as to the 
real nature of such “recurring funds,” 
how they should be used, and in sever- 
al instances, under what circumstances 
they should be returned.'” Further, it 
is clear that, in the main, franchi- 
sees,'? and industry representatives, '”® 
academics,'” and Government offi- 


™The Commission does not consider it 
appropriate in the context of this rule to 
define the circumstances under which a 
franchisor may be required to make refunds 
to its franchisees since the prime intent of 
the rule goes to disclosure rather than to 
shaping substantive contract law. See, how- 
ever, the discussion of § 436.1(h) of the rule 
as to the requirement that such refunds ac- 
tually be made where promised. 

The meaning of ‘affiliated persons” is 
discussed infra, in reference to § 436.2(i) of 
the rule. See also the discussion, infra, re- 
garding § 436.1(a)(9) of the rule. 

173 The disclosures required by § 436.1(a)(8) 
of the rule concern “recurring funds” which 
are made to carry on the franchise relation- 
ship, and which the franchisor requires that 
the franchisee pay. 

4See, e.g., Gerald Evans, R. IV, 113; 
George Grenert, IV, 1199; Coleman Rosen- 
field, Tr. 270 and R. IV, 139; Robert M. Dias, 
Tr. 1458; William McAlpine, AAMCO Deal- 
ers Association, Tr. 1068; John F. Jackson, 
R. IV, 1506 and Tr. 449; Don R. Phelps, R. 
IV, 1400; Patrick McGuire, Conference 
Board of New York, Tr. 258; Alexander 
Brown, R. IV, 1433-4; Charles Binsted, Na- 
tional Congress of Petroleum Retailers, R. 
IV, 1934, and Tr. 385; Edward J. Wilsmann, 
Homemakers Home & Health Care Services, 
Tr. 363 and R. III, 1107; Edward E. Ellis, 
Kentucky Fried Chicken, Tr. 516; Dorothy 
Von Beroldingen, Multi-Level Distributors, 
Inc., Tr. 1494; Anthony R. Pierno, former 
Commissioner of Corporations for Califor- 
nia, Tr. 655-6; Pennsylvania Petroleum As- 
sociation, R. III, 649; Professor Urban B. 
Ozanne, Tr. 227; International Franchise 
Association, R. V, 2067-8; Sperry & Hutch- 
inson, R. V, 2273; Gulf Oil Company, R. V, 
1133; Burger Chef, Inc., R. V, 2254; and, 
Manpower, R. V, 2612. 

15 See, e.g., W. Crofton, R. IV, 1075; 
Eugene E. Brott, R. V, 445; Alexander 
Brown, R. IV, 1433-4. See also the discus- 
sion in Ch. ITI hereto concerning franchisee 
problems as to fees, supra. 

6See, e.g., Charles Binsted, National 
Congress of Petroleum Retailers, R. IV, 
1934 and Tr. 385; Edward E. Ellis, Kentucky 
Fried Chicken, Tr. 516; Edward J. Wils- 
mann, Homemakers’ Home & Health Care 
Services, Tr. 363 and R. III, 1107; Burger 
Chef, Inc., R. V, 2254-5; and, International 
Franchise Association, R. V, 2144. 

177 See, e.g., Professor Urban B. Ozanne, R. 
II, 3893-4; and Professor Shelby D. Hunt, R. 

Footnotes continued on next page 
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cials'”* support the need for disclosure 
of such “recurring funds.” !7° 

Paragraph (a)(8) requires a descrip- 
tion of what are termed “recurring 
funds” and then clarifies this term as 
including payments for “royalty, lease, 
advertising, training, and sign rental 
fees, and equipment or inventory pur- 
chases.” '*° It is clear from the nature 
of the “recurring funds’ concept, how- 
ever, that this suggested list is intend- 
ed to be illustrative rather than defini- 
tive, for the varieties of such “funds” 
are practically unlimited. Further, ac- 
cording to a significant number of con- 
sumer complaints received by the 
Commissicn on the public record, such 
“recurring funds’ are often hidden 
within long and complex clauses 
within franchise and related agree- 
ments. '*} 

The number or magnitude of such 
“recurring funds” and the resuitant 
need for full disclosure thereof have 
been discussed in a number of com- 
ments received by the Commission.'* 


Footnotes continued from last page 

II, 1220-6. Professors Ozanne and Hunt, in 
their study of fast-food franchisors, note 
that royalty fee clauses, for example, 
appear in $0 percent of all franchise agree- 
ments of their sample, R. II, 1276. See also 
Coleman R. Rosenfield, R. IV, 143. 

8 See, e.g.. Anthony R. Pierno, former 
Commissioner for Corporations of Califor- 
nia, Tr. 655-6; Lefkowitz Remarks, R. II, 
$52. 

In order to be classified as a “recurring 
fund,” as per § 436.1(a)(8) of the rule, a pay- 
ment required to be made by a franchisee to 
a franchisor, or ‘affiliated person,” need 
not follow a prescribed pattern defined in 
the franchising agreements. Rather, the dis- 
closure required herein is intended to apply 
to any such “funds” to be paid after the 
franchisee has commenced operation. 

‘Such “recurring funds” are among nu- 
merous franchisee payments suggested by 
both franchisees and franchisors. See, e.g., 
Robert M. Dias, Tr. 1458; Coleman Rosen- 
field, R. IV, 139; William McAlpine, 
AAMCO Dealers Association, Tr. 1068; 
Edward J. Wilsmann, Homemakers’ Home 
& Health Care Services, Tr. 363 and R. III, 
1107; and Dorothy Von Beroldingen, Multi- 
Level Distributors, Inc., Tr. 1494. See Pro- 
fessors Ozanne and Hunt at R. II, 1184-5, 
1274-8. 

'S!See discussion thereof in Ch. III herein. 

8? See, e.g., Coleman Rosenfield, Tr. 270 
and R. IV, 139; George Grenert, R. IV, 1199; 
William McAlpine, AAMCO Dealers Associ- 
ation, Tr. 1068; W. Crofton, R. IV, 1075; 
Charles Binsted, National Congress of Pe- 
troleum Retailers, R. IV, 1934 and Tr. 385; 
Anthony R. Pierno, former Commissioner of 
Corporations for California, Tr. 655-6; Pro- 
fessor Urban B. Ozanne, R. III, 3892-4 and 
Tr. 227; John F. Jackson, R. IV, 1506 
(‘Franchisees would think twice if they 
knew how much these various specific fees 
{such as those described in § 436.1(a)(8) of 
the rule] were costing’’). Other comments, 
however, stated that §§ 436.1(a)(7) and (a)(8) 
of the rule were not applicable to them 
since they “imposed” no such “recurring 
funds.” See, e.g., Gulf Oil Company, R. V, 
1133; Sperry & Hutchinson, R. V, 2273; and 
Mobil Oil Company, 2448. 
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For example, Professor Urban B. 
Ozanne emphasizes the importance of 
such “funds” within the franchising 
relationship as follows (R. II, 3893A- 
4): 


The franchisee may realize that the fran- 
chise fee is $10,000, but too often he has 
little understanding of the amounts for 
which he is obligating himself over the term 
of the franchise agreement, lease, and asso- 
ciated documents. * * * Eighty-eight per- 
cent of franchisors charged a royalty rang- 
ing from 1.0 percent to 18.0 percent of gross 
sales with a median of 4.0 percent. Fifty- 
seven percent of franchisors [studied] re- 
quired the franchisee to contribute 1.0 per- 
cent—3.0 percent to a national advertising 
fund. The fees mentioned do not include the 
thousands per year in building and land 
rental, sign and equipment rental, and pay- 
ments on equipment notes. In short, the 
franchisee commits himself for hundreds of 
thousands of dollars over the 15 year term 
of the typical franchise agreement * * * 


In recognizing the need for disclosure 
of “recurring funds,” the present rule 
is responsive to comments received on 
the public record and consistent with 
the Uniform Franchise Offering Circu- 
far.* 

In requiring a disclosure of this 
nature, however, the Commission has 
sought to provide for a format which 
is effective both in meeting the needs 
of the prospective franchisee and in 
facilitating franchisor compliance. As 
a result, section 436.1(a)(8) of the rule 
requires disclosure of such “recurring 
funds” '* and does not place upon 
franchisors the responsibility of devis- 
ing a schedule showing how and when 
the money will be spent.'** In addition, 


83See par. (6) of the UFOC in Appendix 
A. Section 436.1(a)(8) of the rule is some- 
what less broad in scope than par. (6) of the 
Circular. Specifically, the rule herein does 
not contain a requirement calling for the 


franchisor to disclose, where applicable, 
“the formula used to compute” such fees 
and payments. While a similar “formula” 
disclosure was included within § 436.1(a)(8) 
of the first proposed rule, see Appendix B, it 
has been deleted from the rule due to lack 
of support on the record. For unfavorable 
comment, see, e.g., Professor Bruce J. 
Walker, Univ. of Kentucky, Tr. 1710; Inter- 
national Franchise Association, Tr. 93; but 
compare George Grenert, R. IV, 1199, and 
Charles Binsted, National Congress of Pe- 
troleum Retailers, Tr. 386. Further, 
§ 436.1(a)(8) does not require the franchisor 
to disclose when and under what conditions 
such “recurring funds” may be returned. 
Compare the language of § 436.1(a)(7) of the 
rule, which does contain such a “refund” 
disclosure requirement. 

184Several franchisors (and other business 
concerns who claimed not to be “franchi- 
sors”) suggested that they “imposed” no 
such fees. See, e.g., Sperry & Hutchison, R. 
V, 2273; Gulf Oil Co., R. V, 1133; Mobil Oil 
Co., R. V, 2448. Under § 436.1(a)(24), a 
franchisor is required to indicate that no re- 
curring funds are imposed. 

185 Reference to such a schedule is believed 
by the Commission to entail a rather bur- 
densome disclosure on the part of franchi- 
sors without sufficient counter-balancing 


despite several favorable comments, 
the Commission has also not chosen to 
adopt an “escrow account” approach 
to the management of these ‘“recur- 
ring funds.” '* Complete and accurate 
description of such recurring funds— 
i.e., their nature and amount (where 
such amount is known at the ‘“‘time for 
making of disclosures” or at the first 
“personal meeting’)—is required by 
section 436.1(a)(8) of the rule. Fur- 
ther, based upon examination of com- 
ments on the public record and related 
materials, the Commission believes 
that franchisors will be able to provide 
such information to prospective 
franchisees in a workable format.'*’ 
The Commission recognizes the sub- 
stantial risk faced by franchisees in 
obligating themselves to pay ‘“‘recur- 
ring funds’ to the _ franchisors 
throughout the term of the franchise 
agreement. The fundamental issue of 
required ‘recurring funds” is there- 
fore clearly a fact material to the fran- 
chise relationship—i.e., it would have a 
substantial likelihood of affecting the 
prospective franchisee’s decision as to 
whether to enter into a business rela- 
tionship with that franchisor. Failure 
to disclose these required continuing 
costs of engaging in the franchise busi- 
ness or the misrepresentation thereof, 
is an unfair and deceptive trade prac- 
tice in violation of section 5 of the 
Federal Trade Commission Act, 15 


value. More specifically, such a “fee sched- 
ule” disclosure has not been included within 
the requirements of the rule since it in- 
volves information not generally known to 
the franchisor at the first “personal meet- 
ing.” See the discussion, infra, and see gen- 
erally Professor Bruce J. Walker, Tr. 1710; 
International Franchise Association, Tr. 93; 
David I. Shaffer, Avis Rent-A-Car System, 
Tr. 825; and Pennsylvania Petroleum Associ- 
ation, R. III, 649. 

16 See, e.g., Coleman Rosenfield, Tr. 270 
and R. IV, 139; Robert M. Dias, Tr. 1458; 
and Alan D. Arnold, Tr. 582-583. The rea- 
sons for the Commission’s decision not to in- 
clude such an “‘escrow account” requirement 
within the rule are noted within the discus- 
sion of § 436.1(a)(7), supra. 

187Compliance with §436.1(a)(8) of the 
rule should provide prospective franchisees 
with sufficient information to make an “in- 
formed” decision as regards entering a fran- 
chising relationship. After careful examina- 
tion of the public record and an attempt to 
define a reasonable balance, the Commis- 
sion believes the language of § 436.1(a)(8) 
will achieve this purpose. For example, Pro- 
fessor Ozanne strongly suggests that “the 
franchisor must inform him [the prospec- ~ 
tive franchisee] of all fees in terms of both 
percentage of gross sales and accurate esti- 
mates of dollar amounts.” R. II, 3894 (em- 
phasis in original). In response to comments 
on the public record which take issue with 
such a position, the Commission has shaped 
the disclosure required by § 436.1(a)(8) to re- 
quire only that the franchisor “describe” 
any such “recurring funds”’—which term 
may indicate either a percentage of gross 
sales or a dollar amount estimate but not 
necessarily both. See Manpower, R. V, 2612. 
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U.S.C. §45, since it 1) misleads or at 
least confuses the franchisee as to the 
required amount of his or her total in- 
vestment and 2) could readily result in 
economic injury to the franchisee 
unable to meet such continuing obliga- 
tions related to the franchise relation- 
ship. 

9. Affiliated persons the franchisee 
is required or advised to do business 
with—§ 436.1(a)(9). The disclosure de- 
fined in § 436.1(a9) of the rule is in- 
tended to provide prospective franchi- 
sees with material information con- 
cerning another critical element fre- 
quently present within the franchise 
relationship—i.e., the inclusion of 
what may be called “buying limita- 
tions.” 1 Such “buying limitations,” 
which may appear expressly within 
the franchise agreement or arise 
through acts, practices, or conduct of 
a franchisor, limit a franchisee as to 
the sources from whom he or she may 
purchase products or services neces- 
sary to the operation of the franchise 
business.'®® That such ‘buying limita- 
tions” are common within the fran- 
chising industry has been acknowl- 
edged by franchisees, '% State and local 
regulatory officials,'*' academics,'” 
and franchisors. '* 


'8 The term “buying limitations” as used 
herein is intended to aid in defining a rela- 
tionship which involves either a suggestion 
or requirement on the part of a franchisor 
that its franchisee ‘do business’ with “‘‘af- 
filiated persons.” It is to be distinguished 


from the term “tying arrangement,” to 
which the disclosure defined in 
§ 436.1(a)(10) of the rule is directed. See the 
discussion, infra. 

'8°The disclosure discussed in § 436.1(a9) 
is therefore applicable both to a situation in 
which a franchisor includes a list of ‘‘ap- 
proved suppliers” within a specific clause of 
the franchise agreement, as well as where a 
list of such suppliers is merely ‘“‘recommend- 
ed” in materials separately distributed from 
the formal franchise agreement, when such 
persons are affiliated with the franchisor. 
See, e.g., comments submitted by the Inter- 
national Franchise Association, R. III, 984, 
and R. V, 2066-67; Southland Corp., R. ITI, 
469, and R. V, 2758; and Convenience Food 
Mart, Inc., R. V, 1182. 

19 See, e.g., Howard Hickey, R. V, 2906-07; 
Olaf M. Berentson, R. IV, 1522; and Joseph 
Gidetti, R. IV, 1462. See also remarks of 
Gerald Grenert, R. IV, 1194; John F. Jack- 
son, Tr. 450-453, and R. IV, 1506; Alan 
Arnold, R. IV, 6; J. Paul Spector, R. IV, 
1534; and Coieman Rosenfield, R. IV, 142, 
and Tr. 274. 

191 See generally Lefkowitz Remarks, R. II, 
552; Office of the Attorney General, State 
of Washington, R. II, 3762; Office of the At- 
torney General, State of Pennsylvania, R. 
II, 3970; Office of the Attorney General, 
State of Indiana, R. IT, 2. 

192 See, e.g., Chisum, R. II, 3153; Ozanne, 
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As a result, section 436.1(a)(9) of the 
rule requires a statement setting forth 
the name of each person (including 
the franchisor) the franchisee is di- 
rectly or indirectly required or advised 
to do business with by the franchisor 
where such persons are affiliated with 
the franchisor.'** Such a required dis- 
ciosure had been included both within 
section 436.1(a)(1) of the first pro- 
posed rule'’® and within section 
436.1(a)(1)(c) of the revised proposed 
rule.’ In response to numerous com- 
ments on the public record, however, 
the Commission has limited the re- 
quired ‘“‘buying limitations” disclosure 
in section 436.1(a)(9) to the franchisor 
or persons “affiliated” rith the 
franchisor,'? and has removed the 


R. I, 3892-93; and Ozanne and Hunt, The 
Economic Effects of Franchising, R. II, 
1292-1294. Also, see generally H. Brown, 
Franchising: Realities and Remedies 206-24 
(1973); G. Woldstone, “Antitrust Tying Ar- 
rangements: Fortner, FTC, and Statutory 
Remedies for Automobile Franchise 
Abuses,” 52 Ore. L. Rev. 237 (1973); Com- 
ment, “Franchise Tie-Ins and Antitrust: A 
Critical Analysis”, (1973) Wisc. L. Rev. 847, 
858-859; and Comment, “A Tempest in a 
Chicken Bucket: Some Reflections on Fran- 
chise Regulation in California,” 17 U.C.L.A. 
L. Rev. 1101, 1108-1110 (1970); and Row- 
land, “Designing Distribution Systems: 
Anti-Trust Problems in Franchising and 
Marketing,” in J. McCord The Franchising 
Sourcebook, §§ 23.13-18 (1970). 

188 See, e.g., International Franchise Asso- 
ciation, R. III, 984-5, and R. V, 2066-8; Ken- 
tucky Fried Chicken, R. V, 2172-73; Gulf Oi} 
Co., R. V, 1134; American Retail Federation, 
R. Ill, 1694; Pizza Hut, Inc., Tr. 896; Home- 
makers’ Home & Heaith Care Services, Inc., 
Tr. 362; and Southiand Corp., R. V, 2758. 

™See the definition of “affiliated 
person,” discussed with reference’ to 
§ 436.2¢i) of the rule, infra. Comments re- 
ceived by the Commission from several in- 
dustry representatives state that the disclo- 
sure defined in present § 436.1(a)(9) should 
be limited to circumstances in which a 
franchisor requires its franchisees to “do 
business” with a group of “affiliated per- 
sons.” See, e.g., International Franchise As- 
sociation, R. V, 2067; Household Finance 
Corp., R. V, 2003; and Southland Corp., R. 
V, 2758. Based upon a careful analysis of 
the public record, however, the Commission 
has drafted the disclosure in question to in- 
clude “affiliated persons” with whom a 
franchisee is “advised” to “do business”. See 
comments cited above. The Commission be- 
lieves that franchisees have a need to know 
when their franchisor ‘‘advises’”’ them to do 
business with persons affiliated with the 
franchisor, or even with the franchisor 
itself. It appears clear that the existence of 
a group of suppliers “approved” by the 
franchisor would be material information to 
a prospective franchisee, since such suppli- 
ers could play a substantial role in the 
franchisee’s purchasing activities—e.g., re- 
stricting their sources of supply for goods or 
services necessary to the operation of the 
franchise. Furthermore, such approved af- 
filiated suppliers may well participate in 
some type of rebate arrangement with the 
franchisor which may result in increased 
cost to the franchisee. See the discussion of 
§ 436.1(a)(11), supra. 
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term “substantial connection” from 
this and other provisions of the rule in 
which its inclusion had been previous- 
ly proposed. '* As explained with refer- 
ence to the discussion of section 
436.2(i) of the rule,'*® the Commission 
strongly believes that such “affiliated 
persons” disclosure requirements will 
provide prospective franchisees with 
critical information as to the limita- 
tions on their potential sources of 
supply for goods and services neces- 
sary to the franchise business, without 
placing an undue burden upon affect- 
ed franchisors. In so doing, the Com- 
mission has fashioned the required 
disclosure in a manner considerably 
more narrow than that included 
within related State legislation, such 
as the Uniform Franchise Offering 
Circular.?© 

The Commission has adopted the 
disclosure required by section 
436.1(a9) in recognition of the fact 
that “buying limitations” imposed 
upon franchisees will have a signifi- 
cant impact on the sources of supplies 
and prices which a franchisee will pay 
for his or her supplies and thus also 
on the profitability of the franchise. 
As a result, information regarding 
“buying limitations” is material and 
the failure to disclose it accurately, or 
misrepresentations of it, constitute 
unfair and deceptive acts and practices 
in violation of section 5 of the Federal 
Trade Commission Act, 15 U.S.C. § 45. 

10. Obligations to purchase—Section 
436.1(a)(10). Comments on the public 
record, and other public materials 


demonstrate that franchisors often re- 


1%%See Appendix B. The first proposed 
rule, while applying such a “‘buying limita- 
tions” disclosure to “affiliated companies” 
of the franchisor, did not define the criteria 
for determining which companies were in 
fact so “affiliated.’”” In response to com- 
ments on the public record requesting clari- 
fication of the intended meaning of this 
term, the Commission has included such an 
explanation within § 436.2(i) of the rule, dis- 
cussed infra. See aiso Mr. Quick, Inc., R. HI, 
1193; Homemakers’ Home & Heaith Care 
Services, Inc., Tr. 362; International Fran- 
chise Association, R. II, 984, and R. V, 2066- 
8; and William B. Norris, United States 
Chamber of Commerce, Tr. 619. 

19%6See Appendix C. The revised proposed 
rule phrased such a disclosure in terms of 
“all persons ... which have a substantial 
connection with the franchiser,” rather 
than employing the term “affiliated per- 
sons.” This “substantial connection” lan- 
guage was the source of a significant 
amount of negative industry comment, how- 
ever, and has been deleted from the present 
rule. 

'7For a detailed discussion of the term 
“affiliated persons” in this respect, see the 
discussion relating to § 436.2(i). 

8 The term “substantial connection” had 
been included in the revised proposed rule, 
see Appendix C, §§ 436.1(a)(1Xe), (a)(7)(a), 
(a)(8), (a)(9), (a)(10), (a)(11), and (a)(12)(q@). 
Industry representatives were in the main 
highly critical of the apparent ‘‘vagueness”’ 
and “overbreadth” of such language, howev- 
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quire their franchisees to purchase or 
lease goods which are necessary to es- 
tablish or to operate the franchised 
business.” These “required  pur- 
chases” include such diverse goods as 
paper supplies, signs, equipment, and, 
in some cases, the very real estate 7° 
upon which the franchised business is 
located. Such “required purchases” 
are important in the franchise busi- 
ness because they limit the indepen- 
dence of the franchisee, affect the 
profitability of the franchise, and con- 
stitute a potential source of hidden 
profit for the franchisor. 

The record indicates that many 
franchisees are attracted to franchis- 
ing by promotional literature which 
promises them the independence to 
“be their own boss.” > What many 
franchisees discover, however, once 
they enter the business, is that they 
have in fact little control over many of 
the purchasing decisions because their 
franchisor requires them to purchase 
specific goods or services, in many 
cases from specified persons only. 


Footnotes continued from last page 

er. This term has been deleted from the rule 
and replaced with the originally proposed 
concept of “affiliated persons.” For com- 
ments critical of this ‘substantial connec- 
tion” language, see, e.g., International Fran- 
chise Association, R. V, 2066-8; McDonalds 
Corp., R. V, 2461; Southland Corp., R. V, 
2758; Kentucky Fried Chicken, R. V, 2173; 
and Pepsi-Cola Corp., R. V, 2178. 

9See the discussion of “affiliated per- 
sons” set out at § 436.2(i) of the rule, infra. 

20°Compare paras. (9) (B) and (C) of the 
UFOC in Appendix A which presents re- 
quirements additional to those of “listing” 
such “affiliated persons” with whom the 
franchisee is required or is advised to do 
business. Under the UFOC, an affected 
franchisor must also disclose “(t]he manner 
in which [it] issues and modifies specifica- 
tions or grants and revokes approval to sup- 
pliers.” In choosing not to follow precisely 
this particular format for its “affiliated per- 
sons” disclosure, the Commission intends to 
facilitate industry compliance. 

201See, e.g., Professor Donald S. Chisum, 
R. II, 3153-7; Professor Urban B. Ozanne, R. 
II, 3892-3894; and Professors Ozanne and 
Shelby D. Hunt, The Economic Effects of 
Franchising, R. II, 1290-1294. In their 
report, Professors Ozanne and Hunt note 
that 33% of franchise agreements studied 
required a franchisee to purchase any paper 
goods used in the operation of the franchise 
from the franchisor while 53% of all such 
agreements required franchisor approval of 
paper good suppliers. Similarly, they note 
that 34% of franchise agreements studied 
required a franchisee to purchase or lease 
any signs used in the operation of the fran- 
chise from the franchisor, and that 43% of 
all such agreements required franchisor ap- 
proval of sign vendors. R. II, 1290-92. 

These findings are supported by an exami- 
nation of the materials on the public record 
submitted in response to the Commission’s 
Order to File a Special Report. See, e.g., re- 
sponses from the Cobbs Co., Inc. R. I, 24 
(Franchisee required to purchase from ‘‘des- 
ignated” manufacturers or suppliers all 
equipment “deemed necessary” by the 
franchisor—including paper goods, and all 
other inventory necessary to the operation 
of the franchise business); Lum’s, Inc., R. I, 
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Such “required purchases” also 
affect the profitability of the fran- 
chise. The franchisee’s inability to 
purchase goods which are more favor- 
ably priced than those which he is re- 
quired to purchase means that the 
franchisee must absorb the cost of 
these restrictions.?% 

“Required purchases” are, in reality, 
a part of the price of the franchise be- 
cause they constitute a source of 
profit to the franchisor through high 
mark-ups and, in some _ instances, 
through rebates given to the franchi- 
sor from suppliers with whom the 
franchisees are required to do busi- 
ness.2% Because of the informational 
imbalance that exists between the 
franchisor and _ the _ prospective 
franchisee, the prospective franchisee 
is often unaware of the purchases that 
the franchisor will require him to 
make in order to establish or operate 
the franchise. Such restrictions are 
often contained in long and complex 
documents **? and glossed over by pro- 


6476 (Franchisee required to purchase 
“equipment package” from franchisor’s sub- 
sidiary or equivalent equipment from sup- 
plier approved by franchisor; franchisor sets 
specifications for paper goods; franchisor 
must approve or supply signs used by 
franchisee; and, franchise site leased to 
franchisor who sublets to franchisee); 
McGraw-Edison Co. (parent of the franchi- 
sor, Arnold Palmer Cleaning Center Sales), 
R. I, 1693-1706 (Franchisee required to pur- 
chase all “equipment and supplies” only 
from sources “approved” by the franchisor; 
sign leased to franchisee by franchisor); 
and, Johnny’s American Inn, Inc., R. I, 4566 
(Franchisee may lease or purchase land 
from third parties but subject to franchisor 
specifications only and final franchisor ap- 
proval; franchisee must lease sign from 
franchisor at a ‘designated’ monthly 
rental; franchisee required to purchase 
“equipment package” from franchisor and 
use it “exclusively”; and, all paper goods 
and trademark items must be purchased 
from franchisor or franchisor “approved” 
suppliers, or in the alternative meet franchi- 
sor “specifications” for same). As is evident 
from the representative sample of franchi- 
sor responses presented supra, “franchisee 
purchasing obligations” are commonly in- 
cluded within franchise agreements relating 
to a great variety of franchise businesses. 

2022? Frequently, a franchisee must purchase 
or lease from a franchisor real estate either 
for the required location for the franchise 
outlet or for associated business activities. 
The public record discloses this business 
practice to be particularly prevalent in the 
case of petroleum companies, which often 
own the land or control the lease on the 
property on which a specific franchise is lo- 
cated. See, e.g., Gulf Oil Co., R. V, 1133; and 
Standard Oil Co. of Ohio, R. V, 2574. In re- 
sponse to comments on the public record, 
the Commission has therefore included 
“real estate” within the disclosure required 
by §436.1(a)(10). See, eg., comments of 
John F. Jackson, Esq., R. IV, 1506, Tr. 450 
for a statement which strongly advances the 
inclusion of ‘real estate’ within this provi- 
sion of the rule. 

203 See, e.g., comments by John Y. Brown, 
former president of Kentucky Fried Chick- 
en, at R. IV, 1227; promotional literature at 
R. I, 4350; and other comments and discus- 
sion in Chapter III, supra. 


motional claims that the franchisee 
will be “his own boss.” #* Even where 
the franchisees are aware of such re- 
strictions, their relative lack of busi- 
ness experience prevents them from 
understanding the significance of such 
restrictions on the operation of the 
franchise. While resort to antitrust 
laws may be a solution for some 
franchisees when such restrictions 
become unlawful restraints of trade, 
they are at best an ‘‘after-the-fact” so- 
lution to a problem that could be re- 
duced in the first instance by full dis- 
closure of such restrictive practices 
before the franchise is sold.” 

The record contains comments from 
a wide variety of sources—franchi- 
sees,#° State and local governmental 
officials,?4* academics,?'? and industry 


2*The observation that “required pur- 
chases” are a source of great franchisee dis- 
satisfaction is- supported by Professor 
Hunt’s finding that ‘‘most franchisee versus 
franchisor litigation concerning the oper- 
ation of the franchise involves tying ar- 
rangements.” See S. Hunt and J. Nevin, 
“Tying Arrangements in Franchising,”’ 39 
Journal of Marketing 20 (April 1975). See 
also franchisee comments at R. VI, 895 and 
R. IV, 3 

2» According to Professors Ozanne and 
Hunt, at R. II, 1223, “{tmJost franchisees do 
not believe that they are getting lower 
prices because of their franchisor’s volume 
purchasing * * *. The evidence suggests that 
having to purchase supplies from the 
franchisor materially reduces the franchi- 
see’s income.” One attorney active in the 
representation of franchisees has joined 
others critical of ‘‘tying arrangements” in 
franchising in stating that franchisors re- 
quire franchisees to purchase supplies and 
raw materials at prices higher than those at 
the competitive market. For example, 
within the Williams Hearings, it was report- 
ed that “a gallon of maraschino cherries 
costing $1.50 was just relabeled by [the 
franchisor] and priced at $4.50. [Another 
franchisor] charges $21.50 for the spice 
blend which costs them $3.00.” R. II, 30. See 
also Hunt & Nevin, “Tying Agreements in 
Franchising,” 39 Journal of Marketing 20 
(1975) at R. IV, 142. 

20 Richard N. Salle, former District Attor- 
ney, State of California, has stressed that 
“it has been common practice among many 
franchisors to tie their franchisees up to ex- 
clusive buying agreements, and sell them 
the merchandise at double the price availa- 
ble on the open market * * * at an immense 
profit to the franchisor.” R. II, 2017. Fur- 
ther, as noted in the comments of the 
Office of the Attorney General, State of 
Washington, “{iJn a variety of * * * fran- 
chising operations, the onesided contracts 
often give the franchisor the right to * * * 
require exclusive and often grossly expen- 
sive sources of supply while enjoying a kick- 
back from the top.” Id. at 3762. This prob- 
lem of “franchisor kickbacks” is dealt with 
in § 436.1(a)(11) of the rule, discussed infra. 

207 Professor Urban B. Ozanne, R. II, 3892; 
and Professor Hunt, R. II, 3836. 

208 See discussion in Chapter ITI, supra. 

2029Tn some instances, such required pur- 
chases may constitute unlawful arrange- 
ments under the Sherman Antitrust Act, 15 
U.S.C. §1, the Clayton Act, 15 U.S.C. § 15, or 
the Federal Trade Commission Act, 15 
U.S.C. §45. The rule does not address the 
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representatives—recognizing the im- 
portance of such information to the 
decision to enter into a franchise rela- 
tionship. As one commentator has 
noted in emphasizing the importance 
of such information, it ‘will enable 
the prospect to determine if the pur- 
chasing and leasing arrangements are 
competitive in price and product.” 2% 
The failure to disclose such informa- 
tion has clearly caused economic 
injury to franchisees. 

In response to such comments, the 
Commission has fashioned the disclo- 
sure required in paragraph (a)(10) in a 
manner which insures that the pros- 
pective franchisee will receive this im- 
portant information and which mini- 
mizes the burden of compliance for 
franchisors. Paragraph (a)(10)_ re- 
quires the disclosure statement to in- 
clude a statement “describing” ?"* the 
goods or services directly or indirectly 
required 25 by the franchisor to be 
purchased, leased, or rented. In addi- 
tion, if such required purchases must 
be made from a specific person (in- 
cluding the franchisor himself) or 
from an approved supplier, the names 
and addresses of each such supplier 
also must be disclosed. To facilitate 
compliance with this provision, the list 
of such required or approved suppliers 
may be furnished to the franchisees in 
a separate document, provided that 
the list is given to the prospective 
franchisee at the same time he or she 
is provided with the disclosure state- 


Footnotes continued from last page 

issue of the legality vel non of such prac- 
tices, but merely requires the disclosure of 
such practices to a prospective franchisee so 
that the value of the franchise offering can 
be effectively determined. See Note 1 to the 
rule which makes clear that the Commis- 
sion takes no position on the legality of any 
practices so disclosed. 

210 See, e.g., Evans, R. IV, 114; Castoe et al., 
R. VI, 303-5; Thomae, R. VI, 894; Berentson, 
R. IV, 1522; and, Guidetti, R. IV, 1462. Sup- 
portive comments in this regard were also 
received from a number of attorneys active 
in franchise litigation. See, e.g., Gerald 
Grenert, R. IV, 1194; John F. Jackson, Tr. 
450, and R. IV, 1506; Alan Arnold, R. IV, 6; 
Coleman Rosenfield, Tr. 274, and R. IV, 142; 
and J. Paul Spector, R. IV, 1534 Several of 
these comments suggested that the Com- 
mission ‘tighten up” the disclosure as to 
franchisee purchasing obligations, as origi- 
nally set out in § 436.1(a)(12) of the first 
proposed rule, Appendix B. An examination 
of the language contained 
§ 436.1(a)(10) of the rule clearly reveals that 
the Commission has refined the required 
disclosure in response to such comments. 

211 See, e.g., Office of the Attorney Gener- 
al, State of Florida, R. V, 1197; and, Robert 
Olson, Office of the Attorney General, 
State of Ohio, R. V, 2863. Also, see generally 
Lefkowitz Remarks, R. II, 552; Office of the 
Attorney General, State of Washington, R. 
II, 3762; Office of the Attorney General, 
State of Pennsylvania, R. II, 3970; Office of 
the Attorney General, State of Indiana, R. 
II, 2; Richard N. Salle, former District At- 
torney, State of California, R. II, 2017. 

212See, e.g., Chisum, R. II, 3153-7; Ozanne, 
R. II, 3892-3894; Ozanne and Hunt, ‘‘The 
Economic Effects of Franchising’, R. II, 
1290-1294. 


within . 
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ment, and that the disclosure state- 
ment contains a statement indicating 
the existence of the separate list. 

In requiring the disclosure of infor- 
mation concerning required purchases, 
the Commission has acted consistently 
with other State franchise laws and 
the Uniform Franchise Offering Circu- 
lar, #16 

The Commission has adopted the 
disclosure requirement set out in para- 
graph (a)(10) in recognition of the im- 
portance of “required purchases” in 
the franchise relationship. Such infor- 
mation is of critical importance to a 
prospective franchisee who is attract- 
ed to the franchise offering by prom- 
ises of independence and profit, both 
of which will be affected by required 
purchases. Failure to disclose such ma- 
terial information, or the misrepresen- 
tation thereof, is a deceptive and 
unfair trade practice in violation of 
section 5 of the Federal Trade Com- 
mission Act, 15 U.S.C. § 45, because (1) 
it misleads the prospective franchisee 
in evaluating the cost of obtaining and 
operating the franchise; and (2) it re- 
sults in economic injuries to franchi- 
sees. 

11. Rebates—Section 436.1(a)(11). As 
a consequence of requiring or suggest- 
ing that a franchisee “‘purchase, rent 
or lease” specified real estate, goods, 
or services from a particular supplier 
or group of suppliers, franchisors fre- 
quently receive some form. of 
“rebate” 217 from such _ suppliers.?'® 
Comments received on the public 
record from franchisees and franchi- 
see representatives,?!? State and local 
officials,??° and academics 2?! clearly in- 
dicate that such “rebates” are 
common within the franchising indus- 


213 Coleman Rosenfield, R. IV, 142. 

214 The phrase ‘a statement describing” 
means that material characteristics of the 
required purchases must be disclosed. Com- 
ments supportive of such an approach in 
this regard include, for example, those of 
the Office of the Attorney General, State of 
Florida, R. V, 1197, and the Office of the At- 
torney General, State of Ohio, R. V, 2863. 
As a result, merely providing a prospective 
franchisee with a list of such required maté- 
rials does not satisfy the disclosure require- 
ments defined within § 436.1(a)(10), unless 
such a list is provided in conjunction with a 
“description” of the materials. See Ch. III, 
supra. A similar ‘‘description” approach is 
taken in the Uniform Franchise Offering 
Circular, but in a considerably more expan- 
sive manner with regard to franchisor dis- 
closure requirements. See paras. (8) and (9) 
of the UFOC discussed infra and also see 
Appendix A hereto. 

25The phrase “directly or indirectly” is 
used in this context to include both franchi- 
see obligations regarding direct purchases, 
leases, or rentals from the franchisor, as 
well as such required purchases, leases, or 
rentals from suppliers “approved” or other- 
wise specified by the franchisor. It is to be 
noted that paragraph (a)(10) of the rule re- 
quires such disclosure only as to required 
franchisee obligations which relate to the 
establishment or the operation of the fran- 
chise business. Where a franchisor “advises” 
(but does not require) a franchisee to pur- 
chase goods or services from a specific 
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try, and futher, that they are seldom 
disclosed.222 Franchisors acknowledge 
the existence of a rebate system, but 
raise certain objections to the required - 
disclosure of such information.?”% 

The Commission has determined on 
the basis of comments on the public 


source which is an “affiliated person,” dis- 
closure of such information is required by 
§ 436.1(a)(9) of the rule. See the discussion 
supra. In contrast, however, a “suggested” 
plirchase of goods or services from a person 
not “affiliated’’ with the franchisor does not 
create the same potential for franchisor 
profit, and the same threat to the franchi- 
see’s independence, as the required pur- 
chases covered in paragraph (a)(10). There- 
fore, such ‘“‘suggested” purchases need not 
be disclosed under either paragraph (a)(9) 
or (a)(10). 

216The Commission has drafted the disclo- 
sure required by § 436.1(a)(10) in a manner 
more narrow in scope than the Uniform 
Franchise Offering Circular. More specifi- 
cally, §(8)(C) of the UFOC in Appendix A 
hereto requires disclosure ‘to the extent 
known or estimable by the franchisor of”: 

“The magnitude of such required pur- 
chases and leases in relation to all pur- 
chases and leases by the franchisee of goods 
and services which the franchisee will make 
or enter into (1) in the establishment and 
(2) in the operation of the franchise busi- 
ness.” 

The Commission believes that the state- 
ment required by § 436.1(a)(10) should pro- 
vide prospective franchisees with sufficient 
information to make informed business 
judgments, and for that reason has not 
chosen to adopt such an additional “propor- 
tional’ disclosure. 

217 As employed in the text, infra, the term 
“rebate” is intended to refer to any revenue 
or other consideration received by a franchi- 
sor or “affiliated person” from a supplier to 
franchisees, involving the operation of the 
franchise business. Therefore, the term 
“rebate” includes such sources of revenue or 
consideration as volume discounts, trade dis- 
counts, and advertising allowances, as well 
as commissions, ‘‘kickbacks” and other fees 
passed from such a supplier to a franchisor 
or “affiliated persons.” 

218The group of “suppliers” which triggers 
the disclosure requirements in § 436.1(a)(11) 
of the rule is limited to those suppliers that 
the franchisor “requires” or “advises” the 
franchisee to obtain goods or services from. 
Several industry representatives in com- 
menting on earlier proposed versions of the * 
rule suggested that “recommended,” ‘“ap- 
proved,” or “programmed” suppliers—i.e., 
suppliers with whom the franchisee is ad- 
vised to do business by the franchisor—not 
be included within the scope of this disclo- 
sure provision. See, e.g., Collins, Holiday 
Inns, Inc., Tr. 1291; Wilsmann, Homemakers 
Home & Health Care Services, Inc., Tr. 366; 
Mr. Quick, Inc., R. III, 996; P. A. & S. Small - 
& Co., R. III, 281; Sears, Roebuck & Co., R. 
III, 1687; International Franchise Associ- 
ation, R. III, 985; Sol M. Edidin, Hertz Sys- 
tems, Inc., Tr. 84; and SCS-Stereo Compo- 
nent Systems Corp., R. V, 3-4. The Commis- 
sion believes that the disclosure defined 
within § 436.1(a)(11) should be applicable to 
such suppliers, for reasons substantially 
similar to those regarding “‘required” suppli- 
ers. Of primary importance herein is the 
wide use of such “recommended,” ‘ap- 
proved,” or “programmed” suppliers. See, 
e.g., comments cited at notes 219 and 221, 
infra; International Franchise Association, 
R. III, 984, and R. V, 2067-8; Southland 
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record that ‘rebate’ information is 
“material” to a prospective franchisee 
since it permits the prospective 
franchisee to determine how much of 
what he or she is paying for goods or 
services which the franchisor requires 
or advises him or her to buy actually 
goes toward the purchase of such 
goods, and what portion of the pur- 
chase price is being rebated to the 
franchisor or affiliated person. As a 
result, putting a prospective franchi- 
see on notice of such information is 
necessary to help determine whether 
the goods or services are reasonably 
priced. In addition, disclosure of such 
rebate information is also necessary in 
order to permit a prospective franchi- 
see to compare the value of the goods 
or services which he or she is required 
or “advised” to purchase with the fair 
market value of similar goods or serv- 
ices which may be otherwise available. 
As a result, the disclosure require- 
ments of section 436.1(a)(11) of the 
rule provide for a description of the 
basis for calculating, and, if such in- 
formation is readily available, the 
actual amount of any revenue or other 
consideration to be received by the 
franchisor, or persons affiliated with 
the franchisor, from suppliers to the 
prospective franchisee in considera- 
tion for goods or services which the 
franchisor requires or suggests that 
the franchisee obtain from such sup- 
pliers.224 The term “basis” must be dis- 
tinguished from the term “amount” 
also used in section 436.1(a)(11).7% 
Centrally involved with the exist- 
ence of rebates to franchisors and “‘af- 
filiated persons” **from franchisee 
suppliers is the concept of ‘‘volume 
discounts.” 227In this respect, franchi- 
sors often represent to franchisees 
that dealings with “advised” or “re- 
quired” suppliers—i.e., ‘approved sup- 
pliers’”—are necessary in order to ade- 
quately assure product uniformity and 


Footnotes continued from last page 
Corp., R. III, 469 and 1780; Convenient Food 
Mart, Inc., Tr. 1182. Also, see generaily Ro- 


senfield, ‘“‘The Law of Franchising” 258 
(1970); H. Brown, ‘‘Franchising: Realities & 
Remedies” 26 (1973); and S. Hunt and U. 
Ozanne, “The Economic Effects of Fran- 
chising,” R. II, 1111. While franchisors 
assert that franchisees are not required to 
purchase related goods and services from 
such “recommended” suppliers, franchisees 
do often make such purchases for reasons of 
convenience or other apparent advantages. 
See Convenient Food Mart, Tr. 1182, and 
John F. Jackson, Tr. 452. 

219See, e.g., Gerald Evans, R. IV, 114; Al 
Levin, R. IV, 1222; Wilhelm Mess, R. IV, 
2066; Olaf M. Berentson, R. IV, 1522; J. Paul 
Spector, R. IV, 1534; George Echan, R. IV, 
1210; John F. Jackson, Tr. 452; and Ross, R. 
V, 20-1. 

220See, e.g., Securities Department, State 
of Arkansas, R. V, 1156-7; Office of the At- 
torney General, State of Washington, R. II, 
3761; California Department of Justice, R. 
V, 2042; and Office of the Corporations 
Commissioner, Commonwealth of Virginia, 
R. V, 548. 

221See, e.g., Professor Shelby D. Hunt, R. 
II, 3834, and Prof-ssors Hunt and Ozanne, 
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quality control.2* At the same time, 
however, such franchisors may also 
represent that these particular suppli- 
ers will offer franchisees ‘‘volume dis- 
counts” where a substantial percent- 
age of goods are purchased from 
them.22? While such representations, if 
made, may be accurate as to a particu- 
lar franchisor-supplier relationship, 
comments on the public record indi- 
cate that in varied circumstances such 
“volume discounts” are not being 
passed on to affected franchisees.?*° 
Rather, in the latter situation, the 
franchisor and favored supplier rela- 
tionship exists only to ensure the con- 


R. IT, 1111. Related textual materials in this 
regard include, for example, Comment, 
“Franchise Regulation: An Appraisal of 
Recent State Legislation”, 13 B.C. Ind. & 
Com. L. Rev., 529 (1972), and Comment, 
“Tempest in a Chicken Bucket: Some Re- 
flections on Franchise Regulation in Cali- 
fornia,” 17 U.C.L.A. L. Rev. 1101, 1110 
(1970). 

222 See, e.g., Salle, former Deputy District 
Attorney for Santa Clara County, State of 
California, R. II, 2017; Bodfrey, R. IV, i4; 
and Professors Hunt and Ozanne, R. II, 
1111. 

23Qnly a small minority of franchisors 
who submitted comments in response to the 
“rebate” disclosure provision found it to be 
of little value or “unduly burdensome.” See, 
e.g., Standard Oil Co. of California, R. III, 
435, and Avis Corp., R. V, 1645-6. In con- 
trast, the great majority of such franchisors 
were critical of the “rebate” disclosure 
mainly as it related to ‘‘suggested’’ suppli- 
ers. See, e.g., International Franchise Asso- 
ciation, R. III, 996; Mr. Quick, Inc., R. III, 
1195; Sears, Roebuck & Co., R. III, 1687; 
Dart Industries, Inc., R. ITI, 258; and P. A. & 
S. Small & Co., R. Ill, 281. In this regard, 
see the discussion supra. Other industry 
representatives voiced no objection to the 
basic requirements of present § 436.1(a)(11). 
See, e.g., Burger Chef, Inc., R. V, 2254; and 
William B. Norris, United States Chamber 
of Commerce, Tr. 620. See, e.g., the follow- 
ing responses to the Commission’s § 6(b) in- 
vestigation of franchising pursuant to 15 
U.S.C. § 46(b): Johnny’s American Inn, Inc., 
R. I, 4566; McGraw Edison (Martin Sales), 
R. I, 1698; Marriott Corp. (Roy Rogers, Big 
Boy), R. I, 5672. . 

224'The Commission has drafted 
§ 436.1(a)(11) of the rule so as to require a 
“description” of such “rebate” information 
in recognition of the difficulty presented to 
franchisors with respect to precisely calcu- 
lating “rebates” received from “required” or 
“advised” suppliers. See, e.g., International 
Franchise Association, R. V, 2137, 2078-9. 

=5Thus, an oil company franchisor which 
receives a percentage of the purchase price 
cen automobile batteries from a battery man- 
ufacturer with whom it requires its franchi- 
sees to do business must disclose this fact. 
This franchisor would be required to dis- 
close the basis for such rebates, such as “5 
percent for the first 500 batteries sold, 6 
percent for the next 500 batteries sold, and 
7 percent thereafter.” If, however, an ice 
cream franchisor receives $10,000 annually 
from an ice cream manufacturer, with 
whom its franchisees are advised to do busi- 
ness, this “amount” must be disclosed, in ad- 
dition to the basis therefor, i.e., “2 cents per 
gallon up to a maximum of $10,000." Thus, 
the “amount” must be disclosed by the 
franchisor where such amount is readily 
available in order to satisfy the disclosure 
requirements of § 436.1(a)(11). 


tinuity of a particular distribution net- 
work through which “kickbacks” are 
received by the franchisor based upon 
franchisee purchases.” It is the intent 
of section 436.1(a)(11) to disclose to 
the prospective franchisee the full sig- 
nificance of the franchisor and fa- 
vored supplier relationship. As noted 
by one state official in related com- 
ments on the public record: 


By clarifying any relationships that may 
have any bearing on the franchisee’s busi- 
ness, the information [required to be dis- 
closed by section 436.1(a)(11) of the the 
rule) facilitates a sounder decision on the 
part of the franchisee and alleviates any 
misconception he might have on the sub- 
ject. 2°? 


In providing prospective franchisees 
with material information as to 
franchisor ‘rebates,’ however, this 
provision of the rule has been careful- 
ly refined from earlier proposed ver- 
sions in order to facilitate industry 
compliance. 7% In response to com- 
ments from industry representatives, 
the disclosure required by section 
436.1(a)(11) has been narrowed both 
as to its substance and scope. First, 
section 436.1(a)(11) requires only that 
a franchisor describe the basis for cal- 
culating any such ‘‘rebates” unless the 
amount of any such revenue or other 
consideration is “readily available” as 
well. ** Second, the phrase ‘‘substan- 
tial connection” has been changed to 
“affiliated persons’ to clarify the 
scope of this paragraph.” Third, and 
most important, the disclosure as to 
“rebate” information is required of a 
franchisor only where (a) the supplier 


26The meaning of the term “affiliated 
persons” is discussed infra at § 436.2¢i). 

27 As employed in the text, the term 
“volume discount” is intended to refer to 
any reduction in price or other considera- 
tion which a franchisor or its franchisees re- 
ceive from a franchisee supplier, where such 
reduction results from a substantial per- 
centage of franchisees of a single franchisor 
purchasing franchise related goods or serv- 
ices from that same supplier. Within the 
context of § 436.1(a)(11), however, the term 
“volume discount” is relevant only as it re- 
lates to purchases by such franchisees from 
“required,” “suggested” or “advised” suppli- 
ers. 

226 See, e.g., S. Hunt and U. Ozanne, “‘The 
Economic Effects of Franchising,’ R. II, 
1282-4, and compare Comment, ‘‘Tempest in 
a Chicken Bucket: Some Reflections on 
Franchise Regulation in California,’ 17 
U.C.L.A. L. Rev. 1101, 1110 (1970). Also, see 
generally H. Brown, “Franchising: Realities 
& Remedies” 26-30 (1973), and ‘Franchise 
Regulation: An Appraisal of Recent State 
Legislation,” 13 B. C. Ind. & Com. L. Rev. 
529 (1972). 

229See, e.g., Noe, Mr. Quick, Inc., Tr. 786; 
and comments cited at note 228, supra. But 
see Professor Shelby D. Hunt, R. III, 3834. 

*30See, e.g., data compiled by Professor 
Shelby D. Hunt, R. II, 3833-5. In this 
regard, Professor Hunt states the following 
with respect to a study of ‘fast food’’ fran- 
chising undertaken by himself and Profes- 
sor Urban B. Ozanne, and entitled “The 
Economic Effects of Franchising” (R. II, 
1060-1415): 
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or suppliers in question are “required” 
or ‘‘advised’’ sources of franchisee pur- 
chases, and (b) the rebate in question 
is received by the franchisor or affili- 
ated persons in consideration for such 
“required” or ‘advised’ franchisee 


purchases. This limitation makes sec- 
tion 436.1(a)(11) a more effective dis- 
closure provision and clarifies the re- 
quirement as originally stated in sec- 


Footnotes continued from last page 


“Most franchisees (70 percent of our 
sample) are required to purchase some of 
their operating supplies from their franchi- 
sors. [A] substantial number (46 percent) 
believe that they could purchase equivalent 
items at lower prices elsewhere. Potential 
franchisees are frequently misled into be- 
lieving that because the franchisor ‘buys in 
bulk’ the franchisee will get a lower price on 
his supplies. Our research also showed that 
franchisees who were required to purchase a 
high percentage of their supplies from the 
franchisor were less profitable than franchi- 
sees who purchased a low percentage of 
their supplies from their franchisor.” 

As Professor Hunt makes clear, this type 
of “required” purchasing also has signifi- 
cant negative economic effects with respect 
to required or advised (i.e., ‘‘approved’’) 
franchisee purchases from suppliers desig- 
nated by the franchisor. R. II, 3834-5. As 
noted by another commentator, rather than 
providing the franchisee with genuine re- 
ductions in the costs to be expended for 
goods and services necessary to the oper- 
ation of the franchise, such supposed 
“volume discounts” injure affected franchi- 
sees because of the anti-competitive nature 
of such franchisor-supplier relationships. 
More specifically, that same commentator 
emphasizes that: 

“The economic consequences of restricted 
purchasing requirements and rebate prac- 
tices are to absorb any quantity discount 
that might otherwise have been available 
and to preclude the franchisee from partici- 
pating in open-market competition for the 
lowest prices and best terms.” 

Comment, “Tempest in a Chicken Bucket: 
Some Reflections on Franchise Regulation 
in California” 17 U.C.L.A. L. Rev. 1101 
(1970). 

Discussion of a similar nature as to the 
negative economic effects of such ‘“restrict- 
ed purchasing requirements’—particularly 
after the point at which the franchisee has 
become established—are found in H. Brown, 
“Franchising: Realities & Remedies” 25-30 
(1973), and Comment, “Franchise Regula- 
tion: An Appraisal of Recent State Legisla- 
tion,” 13 B. C. Ind. & Com. L. Rev. 529 
(1972). 

231 As noted by Professor Shelby D. Hunt 
with respect to the study done by himself 
and Professor Urban B. Ozanne, ‘‘The Eco- 
nomic Effects of Franchising,” (R. II, 3834- 
3835): 

“Another facet of the ‘supplies’ issue in- 
volves ‘kickbacks’ * * *. Most franchisors 
retain the right to approve their franchi- 
sees’ major suppliers. In response to the 
question, ‘To the best of your knowledge, 
does your franchisor receive a commission 
from any of your suppliers when they sell 
supplies to you?’, 41 percent of the franchi- 
sees responded affirmatively; 20 percent re- 
sponded negatively; and 39 percent said 
they didn’t know. [TJhe fact that 41 percent 
of the franchisees believe that their franchi- 
sors are taking ‘kickbacks’ cannot be entire- 
ly dismissed as misperception.” 
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tion 436.1(a)(14) of the first proposed 
rule. 756 

In so doing, as noted by another 
state official, § 436.1(a)(11) appears to 
be consistent with the goal of provid- 
ing the prospective franchisee with all 
necessary information prior to pur- 
chase and to further discourage sharp 
and fraudulent practices by franchise 
promoters. 2%7 

The substantial risk faced by a pros- 
pective franchisee in entering into a 
franchise relationship has led the 
Commission to require the disclosure 
set out in section 436.1(a)(11). As indi- 
cated, supra, information disclosing re- 
bates for franchisee purchases is clear- 
ly material to the franchise relation- 
ship. On this basis, the Commission 
has concluded that the failure to pro- 
vide this information, or misrepresen- 
tation thereof, is a deceptive and 


unfair trade practice in violation of 


section 5 of the Federal Trade Com- 
mission Act, 15 U.S.C. section 45, since 
it (1) may mislead the franchisee as to 
the fair market value of goods or serv- 
ices purchased, leased, or rented; and 
(2) could readily result in economic 
injury to the franchisee because of re- 
quirements to obtain these goods or 
services at unreasonably high prices 
resulting in part from rebates being 
paid to the franchisor. Awareness of 
this information will thus aid a pros- 
pective franchisee in making a rational 
decision on whether to enter into a 
franchise relationship. 

12. Financing Arrangements—Sec- 
tion 436.1(a)(12). Although this provi- 
sion did not generate a great deal of 
input on the public record, comments 
received by the Commission on section 
436.1(a)(12) of the rule were largely 
favorable.?*> The great majority of 


Regarding such “kickbacks,” another text 
states that: 

“The tawdry fact is that the suppliers are 
both accustomed and willing to give the 
franchisor ‘kickbacks’ based upon the dollar 
amount of the purchases by the franchisees. 
Oddly enough, suppliers conceal such pay- 
ments from the franchisees but make the 
payment to the franchisor by corporate 
check and with regular invoice reports. 
* * * The practice is so prevalent that some 
suppliers make the payment to the franchi- 
sor oy corporate check. Litigation has 
shown these kickbacks to vary from two to 
ten percent though others undoubtedly go 
higher. In some cases no rebate is made 
until the purchase volume reaches a speci- 
fied minimum level. And the franchisor is 
hardly reticent in his demands. {For exam- 
ple] where one national coffee distributor 
refused to increase the rebate, the franchi- 
sor changed to another—and informed his 
franchisees that he did so to obtain more 
uniformity in the coffee.” H. Brown, “Fran- 
chising: Realities & Remedies” 26 (1973). 
(Emphasis added). 

The disclosure required by § 436.(a)(11) of 
the rule is intended to alert a franchisee to 
the presence of such “kickback” arrange- 
ments, whenever the franchisor ‘requires’ 
or “advises” that the franchisee do business 
with a particular supplier or group of sup- 
pliers. 

232 Office of the Corporations Commission. 
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franchisees who chose to comment on 
this provision of the rule strongly en- 
dorsed the need for disclosure of fi- 
nancing arrangements offered by the 
franchisor, or “affiliated persons,’’ 2°° 
to the prospective franchisee.?*° Indus- 
try representatives were also in the 
main supportive of the need for such a 
provision in their comments on the 
rule, although suggesting certain 
modifications in the language of the 
revised proposed rule.”*! Finally, gov- 
ernmental officials and academics 2% 
were also receptive to the need for the 
disclosures of the type of information 
required by section 436.1(a)(12). 

As frequently noted within the 
record, the prospective franchisee’s 
ability to obtain sufficient funding on 
reasonable terms is a critical element 
in his or her determination whether to 
enter into the franchising relationship 
since it will affect prospective franchi- 
see’s profits.*** Knowledge of how such 
financing is to be arranged by the 
franchisor is therefore equally critical 
information to the franchisee. ?** 

In requiring disclosure as to such fi- 
nancing arrangements, however, the 
rule is responsive to comments on the 
public record calling for a manageable 
format from the perspective of affect- 


Commonwealth of Virginia, R. V, 548. At 
the same time, under § 436.1(a)(21) of the 
rule, an affected franchisor may explain the 
applicable pricing structure—such as where 
the net result of such “rebates” is not to in- 
crease prices to franchisees. See, e.g., Cole- 
man R. Rosenfield, Tr. 275; and Internation- 
al Franchise Association, R. V, 2078. 

233 The provisions from which 
§ 436.1(a)(11) of the present rule are derived 
are § 436.1(a)(14) of the first proposed rule, 
see Appendix B and § 436.1(a)(11) of the re- 
vised proposed rule, see Appendix C. Com- 
ments in response to these proposed provi- 
sions have led to several clarifications and 
limitations in the present § 436.1(a)(11), al- 
lowing for more effective dissemination of 
material ‘‘rebate’’ information to franchi- 
sees. 

24By inclusion of the phrase “readily 
available,” the required disclosure as to 
“rebate” information more accurately re- 
flects the realities of the franchising indus- 
try. More specifically, the Commission rec- 
ognizes that the exact amount of such re- 
bates may not be determinable at the begin- 
ning of the franchisor’s fiscal year, due in 
part to the fluctuating volume of franchisee 
sales during a particular period or the una- 
vailability of certain materials necessary to 
the operation of a franchise outlet, for ex- 
ample. In any event, however, a franchisor 
is required by § 436.1(a)(11) to disclose the 
“basis” for such “rebates,” since such basis 
should within reason be available at all 
times. See the discussion, supra, and cf., In- 
ternational Franchise Association, R. V, 
2078. 

235 This change parallels that made in sev- 
eral other rule provisions. For a more de- 
tailed discussion of the record comments 
supporting the change, see the text and ac- 
companying notes concerning § 436.1(a)(9), 
supra. 

236 See, e.g., Long John Silver’s, Tr. 1247. 
This “required” or ‘‘advised” suppliers limi- 
tation is derived from § 436.1(a)(11) of the 
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ed industry members. For example, 
the disclosure required by section 
436.1(a)(12)(i) has been revised to re- 
quire disclosure confined to ‘material 

of such financing arrange- 
ments in order to limit the informa- 
tion produced to accessible data of im- 
portance to a prospective franchisee.” 
In addition, it applies only to such fi- 
nancing arrangements when they are 
offered 2° “directly or indirectly * * * 
to the prospective franchisee.” 247 Fur- 
ther, in response to comments critical 
of the term “substantial connection,” 
the “affiliated person’ concept has 


been inserted within this provision of 
the rule.*** With these revisions, the 
Commission believes 


that section 


Footnotes continued from last page 

revised proposed rule, see Appendix C. The 
comparable provision of the first proposed 
rule, § 436.1(a)(14), contained no such limi- 
tations. 

237 California Department of Justice, R. V, 
2042. In this regard, see paras. (8)(B) and 
(9D) of the Uniform Franchise Offering 
Circular for a regulatory format similar to 
that of § 436.1(a)(11) of the rule. 

238 See, e.g., Estevez, R. IV, 11S; Wilde, R. 
IV, 132; and Nelson, Household Finance 
Corp., R. IIT, 101. 

289The meaning of the term “affiliated 
persons” is discussed with reference to 
§ 436.2(i) of the definitional section of the 
rule, infra. 

20 See, e.g., Amling, R. IV, 523; Rhea, R. 
IV, 755; Levin, R. IV, 1222; Bhavnani, R. IV, 
1428; Brown, R. IV, 1435; Whitiey, R. iV, 
1442; Arsenault, R. IV, 1454: Guidetti, R. IV, 
1464; Peck, R. IV, 1484; John Jackson, R. IV, 
1507; and, Lifsey, R. IV, 66 (endorsing the 
need for “full disclosure’ of franchisor fi- 
nancing of prospective franchisees—and re- 
lated payments to franchisors—‘‘as in 
Truth-in-Lending”’). 

24i1See, e.g., Nelson, Household Finance 
Corp., R. III, 101 (finding such a provisicn 
to be “acceptable’); and, International 
Franchise Association, R. III, 985, and R. V, 
2126 (agreeing with the need for disclosure 
of such information but suggesting that 
such a required disclosure be limited to cir- 
cumstances wherein the prospective 
franchisee was required to obtain financing 
from the franchisor). For the reasons set 
forth, infra, however, the Commission has 
not chosen to adopt this suggested revision 
of § 436.1(a)(12) of the rule. 


*#2See generally Lefkowitz Remarks, R. II, 
552; State of Pennsylvania, Office of the At- 
torney General, R. If, 3970: Professor 
Donaid Chisum, R. II, 3153. See also par. 
(10) of the Uniform Franchise Offering Cir- 
cular, in Appendix A hereto. As with certain 
other provisions of the WFOC, this section 
is somewhat broader in scope than 
§ 436.1(a)(12i) of the rule. Further, the 
UFOC requires disclosure as to specific 
clauses within any such franchisor financ- 
ing arrangement, while the rule merely con- 
templates preparation of a statement dis- 
cussing the “material terms’ of such ar- 
rangements. 

243 See, e.g., Estevez, R. IV, 119; Amling, R. 
I, 523: Brown, R. IV, 1435; Whitley, R. IV, 
1442; John F. Jackson, R. IV, 1507; and 
Coleman Rosenfield, R. IV, 143. 

244This information becomes particularly 
important in light of franchisor misrepre- 
sentation as to the financial standing of 
“the company” and its resultant “ability” to 
adequately finance prospective franchisee 
operations. See generally Lefkowitz Re- 
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436.1(a)(12)(i) of the rule is responsive 
to comments critical of earlier versions 
of this provision.?*° 

The disclosure required by section 
436.1(a)(12)Xii) of the rule is based 
upon considerations substantially simi- 
lar to those discussed with reference 
to section 436.1(a)(11) of the rule, 
supra. Pursuant to section 
436.1(a)(12)(ii), a franchisor must de- 
scribe the payments it will receive for 
franchisee financing, both from per- 
sons who directly offer the prospective 
franchisee such financing and from 
persons who merely secure placement 
for funding of this type.?°° 

The Commission has adopted the 
disclosure requirements of section 
436.1(a)(12) in light of the importance 
of the availability of adequate capital 
to prospective franchisees. Given the 
central role of financing to the suc- 
cessful operation of a franchise busi- 
ness, information as to such financing 
would clearly have a substantial likeli- 
hood of affecting the prospective 
franchisee in deciding whether to 
enter into a business relationship with 
a particular franchisor. Failure to dis- 
close such material information, or 
the misrepresentation thereof, is 
therefore both unfair and deceptive in 
violation of section 5 of the Federal 
Trade Commission Act, 15 U.S.C. sec- 
tion 45, since without knowledge of 
such information, or with false or mis- 
leading information, a franchisee 
cannot adequately determine the fi- 
nancing that is available, the costs of 
such financing and its effect on the 
profitability of the franchise. Further, 
the Commission finds it to be an 
unfair or deceptive trace practice for 
such persons not to disclose rebates re- 


marks, R. II, 561-4; Harold Brown, Fran- 
chising: Realities & Remedies, 20-24 (1973) 
See aiso Franchising in the Economy 1975- 
77, U.S. Department of Commerce (1976), at 
p. 43, which breaks down franchisee ‘‘total 
investment and start-up cash” required for 
a range of businesses during the 1975 calen- 
dar year. 

*5The meaning of ‘material’ is discussed 
with reference to §436.2(n) of the rule, 
infra. In addition, the public record indi- 
cates that interest rates and other critical 
terms of financing arrangements (such as 
maximum amount allowed to be borrowed) 
may fluctuate over any given period of 
months. The franchisor may indicate the 
range of terms that has been offered in the 
past and the fact that such terms may 
change in the future. Where a franchisor 
desires to deviate from the figures given, 
the provisions of § 436.1(a)(22) take effect. 

*48In § 436.1(a)(12) of the rule, “offer” ap- 
plies to any situation where a franchisor 
makes franchise financing availabie or ar- 
ranges for third party financing of a 
franchisee. The term ‘offer’ is not limited 
herein to its formal legalistic meaning. This 
use of the term “offer” is bottomed on the 
wide variety of franchisee financing ar- 
rangements made available by franchisors. 
See the discussion supra. 

247 The inclusion of the phrase “directly or 
indirectly” is intended to make clear that 
the disclosure required by § 436.i1(a)(12)(i) 
applies to both direct franchisor financing 
offered to prospective franchisees, as well as 
financing offered by the franchisor indirect- 


ceived in connection with franchisee 
financing or placement of franchisee 
financing—for reasons. substantially 
similar to those discussed with refer- 
ence to section 436.1(a)(11), supra. 

13. Limitations on sales—Section 
436.1(a)(13). Comments received on 
the public record indicate that the dis- 
closures required by section 
436.1(a)(13) of the rule provide materi- 


al information *' to the prospective 


ly through agents, financial institutions, or 
other representatives. Several oil companies 
have commented in this respect that ‘‘there 
is no need for such a rule” with regard to 
their operations. See, e.g., Gulf Oil Co., R. 
ITI, 1060, and R. V, 1135; and, Mobil Oil Co., 
R. V, 2443 (alleging compliance with this 
section of the rule and stating that “If the 
financing fof a franchisee] is through an 
outside lending institution, the oil company 
receives no fees or other payments, and the 
terms are likewise self-evident in a note or 
other instrument.” Compliance with the 
intent of such a "financing arrangement” 
disclosure on the part of some franchisors is 
in the Commission’s opinion, however, in- 
sufficient justification for deletion of this 
requirement. Moreover, inclusion of such in- 
formation is necessary in order to provide 
the prospective franchisee with all facts ma- 
terial to the franchise investment decision 
in a single source. 

*8See infra, for a detailed discussion of 
the meaning of “affiliated persons” as used 
within several provisions of the rule. See 
also Pepsi-Cola, R. V, 2178-9; International 
Franchise Association, R. V, 2066-8. 

49For example, in commenting on 
§ 436.1(a}(12)(a) of the revised proposed 
rule, the International Franchise Associ- 
ation (“IFA”) observed that ‘“{t]he require- 
ment that disclosure be made of the terms 
and conditions of ‘any’ financing arrange- 
ment which is offered by a franchisor or 
those having a substantiai connection with 
it may be equally misleading.” IFA also 
commented that: 

“Franchisors occasionally convert compa- 
ny-owned outlets or offer abandoned fran- 
chises to independent franchisees on ex- 
tremely favorable financial terms not cus- 
tomarily available upon the sale of a new 
franchise. The present provision would ap- 
parently require disclosure of these excep- 
tional financing arrangements to. all 
franchisees, and a franchisor that wished to 
avoid the predictable discontent of prospec- 
tive franchisees not offered such atypical 
terms would be compelled to abandon the 
practice of making them available if they 
were required to be disclosed. Yet to compel 
such a choice would be to place an onerous 
restraint on a franchisor’s ability to sell 
those of its franchises upon which it is will- 
ing to take an unusual! short-term loss in an- 
ticipation of a long-run gain. Moreover, it 
will inhibit the ability of prospective minor- 
ity and disadvantaged franchisees to obtain 
franchises on terms they can more readily 
afford. (R. V, 2077).” 

The International Franchise Association 
then noted that “if such unusual financing 
arrangements must be disclosed in the dis- 
closure statement, prospective franchisees 
will be misled into the belief that they are 
the rule and not the exception” and sug- 
gests that in order “to remedy the problem 
the provision should be limited to disclosure 
of financing arrangements that a franchi- 
sor, or those having a substantial connec- 
tion with it, ‘typically’ or ‘customarily’ offer 
to prospective franchisees.’”” The Commis- 
sion strongly believes, however, that the 
adoption of such a suggested approach 
Footnotes continued on next page 





franchisee in deciding whether to 
enter into the franchise relationship 
since such disclosures describe prac- 
tices which markedly restrict the way 
in which a franchisee is able to carry 
on his or her business and which may 
result in serious economic harm to 
franchisees.**? Recognizing the impor- 
tance of such “sales limitation” infor- 
mation, industry representatives in 


the main have endorsed the need for 
such a disclosure.?* Further, academ- 
ics have supported this disclosure,?* 


Footnotes continued from last page 

would be seriously inconsistent with the 
“full disclosure’ requirements which consti- 
tute the rule. Where factual distinctions be- 
tween one prospective franchisee and an- 
other warrant dissimilar access to franchi- 
sor (or franchisor placed) financing, 
§ 436.1(a)(12)<i} of the rule serves to provide 
prospective franchisees with such informa- 
tion; in contrast, where such dissimilar 
access to franchisor financing is not based 
upon rational economic distinctions, this 
section of the rule will put prospective 
franchisees. on notice of such franchisor 
business practices. The public record does 
not support the argument that franchisors 
will limit “minority financing” as a result of 
the disclosure required by § 436.1(a(12 i), 
nor does it support the supposition that 
prospective minority and disadvantaged 
franchisees will be inhibited from obtaining 
franchises ‘“‘on terms they can more readily 
afford.” In short, such information is ‘“ma- 
terial” to the franchise relationship in that 
it describes franchisee financing which is 
being “offered.”’ This rule does not attempt 
to deal with problems of discriminatory 
treatment of the type described by IFA. At 
the same time, the public record also does 
not support IFA’s statement that requiring 
disclosure of such “unusual financing ar- 
rangements” will mislead prospective 
franchisees into “the belief that they are 
the rule and not the exception.” Evidence of 
franchise complaints as to misrepresenta- 
tion of available financing from the franchi- 
sor further negates adoption of the “‘typical- 
ly” or “customarily offers” language sug- 
gested by IFA. See generaily Professors 
Ozanne and Hunt, R. III, 1242-1243. 

26 An example of such direct franchisee fi- 
nancing would be a situation where a 
franchisor received payment from a com- 
mercial bank for arranging that its franchi- 
see obtain financing from such bank. An ex- 
ample of a situation which involves “‘arrang- 
ing” of franchisee financing would be where 
a franchisor received payment from a mort- 
gage broker who secured financing for the 
franchisee with a commercial! bank upon 
the recommendation of the franchisor. 

*1 See the discussion of the term ‘‘materi- 
al” in reference to § 436.2(n) of the defini- 
tional section of the rule. 

*? Branchisees’ comments as to the disclo- 
sures required by § 436.1(a)(13) of the rule 
were almost unanimously supportive. See, 
e.g., H. Donald Smith, R. IV, 1410; Evans, R. 
IV, 114; Kana, R. IV, 1446; Richard Cribbs, 
R. IV, 1476; Gerald Grenert, R. IV, 1210; 
Jack C. Roberts, R. IV, 103; John P. McCar- 
thy, R. IV, 621; Solomon M. Safer, R. IV, 
1643; Swagerty, National Chevron Dealers 
Assoc., R. IV, 1335; Philip B. Wilde, Jr., R. 
IV, 132; and John F. Jackson, Tr. 454. As in- 
dicated in numerous franchisee complaint 
letters received by the Commission, a pros- 
pective franchisee would consider disclosure 
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and a number of States have adopted 
similar requirements.2* As a result, 
section 436.1(a)(13) of the rule re- 
quires a description of such informa- 
tion both as to its inclusion in “the 
terms of the franchise agreement” or 
by any “other device or practices.” > 
Comments received as to the re- 
quirements- contained in present sec- 
tion 436.1(a)(13)(i) and section 
436.1(a)(13)(ii) of the. rule*’ were 
largely favorable. Franchisors general- 
ly viewed the provisions therein as 
“acceptable,’* although several in- 


of information relating to limitations on 
sales as extremely important in determining 
whether to enter into a franchise relation- 
ship. See, eg., Evans, R. IV, 114; 
McGaughey, R. IV, 1610; Miller, R. VI, 454; 
Aaron, R. IV, 565; Waldrip, R. VI, 716; Kolb, 
R. VI, 786; Quinn, R. VI, 1370; McIntyre, R. 
VI, 1696; Lieberman, R. VI, 1486, 1452; 
Tyrell, R. Vi, 1817; Chamberlin, R. VI, 2059, 
2066; Morris, R. VI, 1941; Rogers, R. VI, 
1067. For the rationale contained in such 
comments, see the discussion, infra. 

%3See, -e.g., Wilsmann, Homemakers’ 
Home & Health Care Service, R. III, 1106; 
Nelson, Household Finance Corp., R. III, 
100-101; Van Hoff, Dart Industries, Inc., R. 
ItI, 258; but compare Murphy, Tr. 1613; 
Bear, Sears, Roebuck & Co., Tr. 1734; and 
Standard Oil of Ohio, R. V, 2575; suggesting 
modifications of the specific disclosure re- 
quirement of § 436.1(a)(13) of the rule. See 
also International Franchise Association, R. 
V, 2131, for a_ specific criticism of 
§ 436.1(a)(13) discussed infra. 

%4See, e.g., Professor Donald Thompson, 
York University, Tr. 315; and Coieman R. 
Rosenfield, R. IV, 145. Disclosure and anti- 
trust aspects of such limitations on franchi- 
see sales have been the subject of numerous 
legal commentaries. See, e.g., T. A. Dieter- 
ich, ‘““Permissible Limits of Control Over 
Franchisees,” Business and Legal Problems 
of the Franchisee 277-321 (Prac. Law. Inst. 
1968), and H. Brown, Franchising: Realities 
& Remedies, 149-196 (1973). 

5 See, e.g., Cal. Corp. Code, § 31000, R. V, 
665; and Michigan Franchise Investment 
Law, Mich. Comp. Laws § 445.1541, R. V, 
806. In this regard, the rule is similar to the 
pertinent provisions of the Uniform Fran- 
chise Offering Circular. See paras. (12) and 
(16) of the UFOC in Appendix A hereto. 
Sections 436.1(a1i3xi) and 436.1(a)(13)ii) 
of the rule are similar in content to para. 
(16) of the UFOC. While the format of the 
disclosure required by § 436.1(a)(13)ili) and 
§ 436.1(aX13.iv) of the ruie is somewhat 
broader in scope than that required by para. 
(12) of the UFOC, the latter is considerably 
more detailed with regard to specific factors 
concerning provisions for exclusive franchi- 
see sales areas or territories. Compliance 
with para. (12) of the UFOC wouid there- 
fore be somewhat more difficult than pro- 
viding prospective franchisees with the in- 
formation required by § 436.1(aX13 xii) and 
§ 436.1(2)(13)Civ) of the rule. 

*%6The phrase “other device or practice” is 
intended to encompass all “material” facets 
of the franchise relationship. The phrase 
“other device or practice” is intended to in- 
dicate that the required information must 
be disclosed regardless of whether in fact 
such information is specifically contained in 
the franchise agreements. By use of this 
phrase, the rule is consistent with the Uni- 
form Franchise Offering Circular, para. 
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dustry representatives did voice con- 
cern over specific language proposed 
in earlier versions of the rule. In 
other written comments, franchisees 
found disclosure of the franchisor-im- 
posed restrictions as to the “goods or 
services” to be sold as required by sec- 
tion 436.1(a)(13)(i) to be most impor- 
tant regarding their initial decision of 
whether to enter into the franchise re- 
lationship.” 

The disclosure required by section 
436.1(a)(13)Gii) as to limitations in the 
“customers” as to whom a franchisee 
may sell goods or services received par- 
ticularly strong support from Profes- 
sor Donald Thompson of York Univer- 
sity.7" As he stated in suggesting the 
inclusion in the rule of a provision 
such as section 436.1(a)(13)(ii): 


Customer restrictions occur with a 
franchisor preventing a franchisee from 
dealing with certain kinds of customers, no- 
tably government, because he wants to re- 
serve those customers for himseif, normally 


(16), supra. Franchisors generally viewed 
the language within present § 436.1(a)(13) of 
the rule as “acceptable.” See, e.g.. Dart In- 
dustries, Inc., R. ITI, 258 (suggesting that 
the disclosure be broadened to include ail of 
the franchisor’s recommended policies and 
procedures regarding limitations on goods 
or services which the franchisee may offer 
for sale). But see International Franchise 
Association, R. III, 990, and R. V, 2089, 2131; 
and Collins, Holiday Inns, Inc., Tr. 1291- 
1292, for industry comment questioning the 
scope of this language within the rule. Al- 
though several persons suggested that the 
franchisee “sales limitation’’ disclosure 
should not have to be “duplicated” in this 
manner—see Thomas Murphy, Tr. 1613; 
Bear, Sears, Roebuck & Co., Tr. 1734; and 
Standard Oil of Ohio, R. V, 2575—the 
record supports this requirement. See, e.g., 
comments cited in notes 252 and 253, supra. 
In the Commission’s view the length and 
complexity characteristic of typical fran- 
chise agreements would appear to mandate 
a clear and concise disclosure. In this con- 
text, the ‘other device or practice’’ lan- 
guage contained in § 436.1(a)(13) is consist- 
ent with the “full disclosure” policy of the 
rule. 

%7Section 436.1(a13) of the rule has 
been directly derived from earlier provisions 
published for comiment by the Commission. 
See Appendix B and Appendix C with par- 
ticular reference to §436.1(a)(17) and 
§ 436.1(a(21) respectively. 

2%33See, e.g., Wilsmann, Homemakers’ 
Home & Heaith Care Services, R. III, 1106; 
Nelson, Household Finance Corp., R. Iii, 
100-101; and Dart Industries, Inc., R. III, 
258. See also franchisor comments discussed 
at note 256, supra. 

9 See discussion in note 256 supra. In this 
regard, see also the remarks of Coleman Ro- 
senfield, an attorney involved in franchisee 
representation who suggests that “it has 
been the practice of several franchisors not 
to make its contract available for examina- 
tion until after a personal interview or a de- 
posit has been received. The information ex- 
posed by these required statements [disclo- 
sures of the type required by present 
§ 436.1(a)(13)) and § 436.1(aX13ii) of the 
rule? will do much to break down this reti- 
cence.” Tr. 276. 
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because they are very profitable, and he 
does not want competition.” 


In recognizing that the prospective 
franchisee should be apprised of such 
“customer restrictions” in the sale of 
goods or services, the rule is consistent 
with pertinent sections of the Uniform 
Franchise Offering Circular.?® 

Comments on the public record also 
indicate strong support for the “terri- 
torial restrictions” disclosure required 
by section 436.1(a)(13)(iii) and section 
436.1(a)(13)¢iv) of the rule. From the 
standpoint of prospective franchisees, 
the great majority of such comment 
urged inclusion of such a “territorial 
restrictions” disclosure concept.*** In 
general, franchisors also approved 
such a disclosure. Statements in this 
regard ranged from ‘‘acceptable’’?® to 
the International Franchise Associ- 
ation’s proposal that present section 
436.1(a)(13)(iv) be expanded to cover 
situations in which the franchisor 


269See, e.g. McGaughy, R. IV, 1610, who 
did not buy a particular franchise because 
his franchisor would not allow him to sell 
additional products; and Evans, R. IV, 114, 
whose franchisor would not let him sell 
profitable products in addition to its prod- 
uct. See also F.T.C. v. Brown Shoe Co., Inc., 
384 U.S. 316 (1966); Professors Ozanne and 
Hunt, R. II, 1282-1284; and Coleman Rosen- 
field, Esq., Tr. 276; and note 252, supra. 

261See Professor Thompson’s comments at 
Tr. 315. 

22Tr. 315. As discussed by Professor 
Thompson, such limitations are important 
to franchisees’ decisions whether to enter 
into a franchise reliatiomship because they 
restrict the potential area of distribution for 
their product or services. 

263See para. (16) of the UFOC, in Appen- 
dix A. Also compare earlier comments from 
the International Franchise Association re- 
garding the inclusion in the rule of a 
franchisee sales limitation disclosure as to 
customers. R. V, 2096. These comments 
cited to an earlier proposed version of the 
UFOC which contained no such customer 
limitation. 

264 Present § 436.1(a)(13)ciii) and 
§ 436.1(a)(13)(iv) of the rule have been de- 
rived essentially from §436.1(a)(21) of the 
first proposed rule, see Appendix B. For ex- 
amples of such franchisee comment, see 
Richard Cribbs, R. IV, 1476; Grenert, R. IV, 
1211; Roberts, R. IV, 103; McCarthy, R. IV, 
621; Safer, R. IV, 1645; Swagerty, National 
Chevron Dealers Assoc., R. IV, 1335; Wilde, 
R. IV, 132; and, Jackson, Tr. 454, an attor- 
ney involved in franchisee representation, 
who stated that: “It [a territorial exclusivity 
disclosure] has to be retained.” Professors 
Ozanne and Hunt, The Economic Effects of 
Franchising, R. II, 1329, commenting on the 
frequency with which “territorial restric- 
tions” appear in franchise agreements, note 
that: 

“Sixty percent of all fast-food franchise 
agreements [studied] contain this general 
type of clause. * * * However, in response to 
the franchisor questionnaire, 86.1 percent 
(105 of 122) of the fast food franchisors in- 
dicated they ‘assign an exclusive territory to 
each franchisee.” ’ 

See also Rosenfield, R. IV., 146. 

265See, e.g., Household Finance Corp., R. 
III, 101. 
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“eerees to establish or permit the es- 
tablishment of no more than a certain 
number of outlets within a particular 
territory.’’*** The Commission has 
adopted this suggestion in order to 
fully inform the prospective franchi- 
see of the exact nature of such “terri- 
torial protection.’ ® 

The Commission has concluded that 
limitations on the geographic area in 
which a franchisee may do business 
may seriously affect the potential 
profitability of the franchise business, 
as much as restrictions on competition 
within the same geographic area from 
other franchisees of the same franchi- 
sor,?® or from the franchisor itself.?*9 
Since both of these types of restric- 
tions often markedly limit the custom- 
ers to whom a franchisee may sell 


266 R. ITI, $83-984, and R. V, 2124-2125. 

267The rule’s concept of “territorial pro- 
tection” is concerned both with absolute 
territorial exclusivity as well as limited sales 
area protection. The disclosures required by 
§ 436.1(aX(13)iii) and § 436.1(a)(13)iv) of 
the rule have been drafted pursuant to such 
an approach. In this sense, § 436.1(a)(13)¢iii) 
is correlative of § 436.1(a)(13)(iv). While 
§ 436.1(a)(13)Civ) treats the issue of territori- 
al protection of the franchisee, 


§ 436.2(a)(13)(iii) requires disclosure as to~ 


sales area limitations placed upon the 
franchisee once the location of his or her 
operating outlet (or outlets) has been deter- 
mined. 

68H. Brown, in Franchising: Realities & 
Remedies, 48-49 (1973), notes for example 
that: 

“The franchisor also may swamp the 
franchisee’s area with an excessive number 
of new dealerships. Each sale gives the 
franchisor a large cash payment as well as 
substantial amounts for all capital items. 
Saturating the territory with dealerships 
may even increase the franchisor’s sales ma- 
terially as compared with its competitors. 
But it also can destroy the swamped dealer. 
Even if his sales diminish as little as 15 to 25 
percent, this can be fatal to his business.” 

28H. Brown, in Franchising: Realities & 
Remedies, 47-48 (1973) states: 

“It is United States policy to foster free 
and open competition wherever possible. 
Few prospective franchisees are aware, how- 
ever, that they must compete with their 
own franchisor either in his regular oper- 
ations or in the sale of his business. * * * 
{Alutomobile dealers now must compete 
with retail stores owned by the manufactur- 
er and drawing the same prospective cus- 
tomers as the independent dealer. The man- 
ufacturer can rely on its ‘manufacturer’s 
profit,’ be oblivious of losses at the retail 
level, and sell below the retailer’s cost. The 
retail operation may be supported with mas- 
sive advertising, the manufacturer’s grant of 
high-priced talent, and preferential deliv- 
eries of desired styles and models. Moreover, 
the manufacturer has complete access to 
the confidential business records of its inde- 
pendent dealers and can use such informa- 
tion to its advantage. Rather than create a 
new retail store in direct competition with 
its franchisee, the franchisor may terminate 
the franchisee and operate it himself. Obvi- 
ously the franchisee knows that he must 
compete openly with other sellers, but he 
does not and should not expect competition 
from his own franchisor.” 


goods or services, such provisions must 
be disclosed pursuant to § 436.1(a) 
(13)qiii) and § 436.1(a)(13iv) of the 
rule, respectively.?” 

In sum, section 436.1(a)(13) requires 
disclosure of those conditions under 
which the franchisee is restricted in 
the types of goods or services he or 
she may offer for sale, the customers 
to whom such goods or services may be 
sold, and the geographic area in which 
such goods or services may be sold. 
The Commission has required these 
disclosures in view of the significant fi- 
nancial impact which such restrictions 
may have on the business activities of 
the franchisee. The Commission has 
concluded that the failure to disclose 
such material information, or the mis- 
representation thereof, is therefore 
both an unfair and deceptive trade 
practice in violation of section 5 of the 
Federal Trade Commission Act, 15 
U.S.C. § 45.27 

14. Personal participation—Section 
436.1(a)(14). Required personal partici- 
pation of a franchisee in the operation 
of his or her franchise outlet is a criti- 
cal factor within the franchise rela- 
tionship in light of the sometimes 
onerous nature of such requirements. 
This assessment has been made by 
both franchisees”? and industry repre- 
sentatives.?"> The importance of such 


2° Comments submitted by the Office of 
the Attorney General, State of Ohio, R. V, 
2887-2888, as to the serious economic effects 
which such territorial restrictions may have 
upon the ability of a franchisee to success- 
fully operate a franchise business. In this 
respect, see also Professors Ozanne and 
Hunt, The Economic Effects of Franchising, 
R. II, 1329-1330; and Harold Brown, R. IV, 
1258. See also Brown, Franchising: Realities 
& Remedies 155-156 (1973); Rosenfield, The 
Law of Franchising (1970); and Jackson, Tr. 
454. 

21See the discussion with reference to 
Note 1 of the rule, infra. As noted therein, 
compliance with the rule in no way affects 
the administration of the Federal antitrust 
laws. Comments questioning the need for 
such provisions within the rule “in view of 
* * * [their] antitrust implications” are not, 
therefore, on point. See, e.g., Metal Building 
Manufacturers Association, R. V, 2261. 

22For examples of comments from 
franchisees and franchisee representatives 
supporting the disclosure required by 
§ 436.1(a)(14) of the rule, see Rhea, R. IV, 
755; Rosenfield, Tr. 277; Echan, R. IV, 1211; 
Grenert, R. IV, 1211; Arnold, R. IV, 7; Lewis, 
R. IV, 1640; Evans, R. IV, 114; Jackson, Tr. 
451; and Walker, Tr. 1703. See also the dis- 
cussion in Ch. IiI hereof. 

2733Industry representatives who comment- 
ed favorably on the need for a franchisee 
“personal participation” disclosure include 
Nelson, Household Finance Corp., R. III, 
106; Wilsmann, Homemakers’ Home & 
Health Care Services, Inc., R. III, 1106; the 
International Franchise Association, R. III, 
983, and R. V, 2123 (calling the disclosure 
here “acceptable in its present form’); and 
Metal Building Manufacturers Association, 
R. V, 2261 (suggesting that the required dis- 
closure include such personal participation 
by “persons having a beneficial interest of 

Footnotes continued on next page 
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required franchisee participation was 
also implicitly recognized in the Wii- 
liams Hearings as one of several areas 
where the lack of full and fair disclo- 
sure has led to flagrant abuses. The 
disclosure defined by section 
436.1(a)(14) seeks to remedy such 
problems by requiring a franchisor to 
accurately represent the amount of 
time required of the franchisee in the 
operation of the franchise business.?" 
Based upon comments in the public 
record, however, two clarifications 
have been made in the language of 
section 436.1(a)(14) as it originally was 
proposed.?* Section 436.1(a)(i4) re- 


Footnotes continued from last page : 

19 percent or more in the franchisee.”’) See 
also Sears, Roebuck & Co., Tr. 1534; and, 
Murphy, Tr. 1613, for comments approving 
of the need for such a disclosure but sug- 
gesting that such “personal participation” 
information need not be separately dis- 
closed if it is included within the franchise 
agreement. As recognized in reference to 
the discussion concerning § 436.1(a)13) of 
the rule, however, the public record does 
‘not support such a suggested revision of the 
rule. Further, the.length and complexity 
characteristic of typical franchise agree- 
ments would appear to mandate such a dis- 
closure being made clearly and concisely in 
the disclosure statement. However, several 
industry representatives questioned the 
need for such a franchisee “personal partici- 
pation” disclosure in light of conditions pe- 
culiar to the operation of franchise outiets 
within their particular businesses. See, e.g., 
Standard Oil of Ohio, R. V, 2575; Gulf Oil 
Co., R. V, 1135; and Sperry & Hutchinson, 
R. V, 2274. If such information is made 
plain to prospective franchisees when nego- 
tiations regarding a prospective dealership 
are being conducted—as claimed by compa- 
nies such as Gulf Oil—however, it would be 
a simple matter for such franchisors to 
make the required written disclosure within 
the disclosure staternent in a manner con- 
sistent with the other requirements of the 
rule. The public record clearly indicates, 
however, that in the great majority of in- 
stances such ‘“‘personal participation” infor- 
mation is not made plain to prospective 
franchisees—either in written or other 
form—thereby requiring the disclosures set 
out in § 436.1(a)(14) of the rule. 


274. II, 565-6. In this regard, also see, e.g., © 


comments received on the public record 
from Evans, R. IV, 114 (‘Most franchisees 
will be surprised to learn that they will be a 
slave to the business with virtually no time 
off’); Alan Arnold, R. IV, 7 (“A franchisor 
will invariably indicate that there is no ne- 
cessity for personal participation in the 
franchise directly by the franchisee. On the 
other hand, to keep operating costs at a 
level that will be sufficient to support a 
decent income, or a reasonable return on in- 
vestment, the franchisee must often forget 
employing outside labor’); and, Lewis, R. 
IV, 1640. 

25 Present § 436.1(a)(14) is derived in large 
part from § 436.1(a)(18) of the first proposed 
rule, see Appendix B. In this regard, 
§ 436.1(a(14) of the rule as adopted is simi- 
lar in content to para. (15) of the Uniform 
Franchise Offering Circular, which requires 
disclosure as to required personal participa- 
tion of the franchisee in the “direct oper- 
ation of the franchise business.” See Appen- 


RULES AND REGULATIONS 


quires disclosure of the extent to 
which franchisee personal participa- 
tion is required by the franchisor, 
rather than merely disclosure as to 
whether in fact such participation is 
required.” Further, language has 
been included within section 
436.1(a)(14) which makes the disclo- 
sure required therein applicable to 
corporate ‘‘franchisees.”’277 

The Commission believes that this 
franchisee ‘personal participation” 
disclosure is particularly important in 
those instances where absentee owner- 
ship is endorsed by the franchisor, 
since such representations might 
induce a prospective franchisee to be- 
lieve that no degree of personal par- 
ticipation in the operation of the fran- 
chise business is required.?"* Further, 
the disclosure required by section 
436.1(a(14) should aid prospective 
franchisees to assess more accurately 
the degree of independence they will 
be able to exercise in operating their 
business, 279 


dix A. Moreover, the UFOC applies this re- 
quirement to situations involving participa- 
tion recommended by the franchisor, where- 
as § 436.1(a)}(14) of the rule calls for disclo- 
sure only where the franchisor “requires” 
the franchisee to personally participate in 
the operation of the franchise. 

7¢The revision in the language of 
§ 436.1(a)(14) is in response to industry com- 
ment, questioning the meaning of the term 
“participation.” See, e.g., Noe, Mr. Quick, 
Inc., Tr. 793; and Sears, Roebuck & Co., Tr. 
1734. While the Commission intends the 
term “participation” to be construed broad- 
ly as employed within the rule, it is evident 
that a requirement of disclosure as to such 
franchisee participation should allow for 
some explanation as to the type of activity 
contemplated by the franchisor. As a result, 
the inclusion of the phrase “the extent to 
which [personal participation is required]” 
is designed to provide a mechanism whereby 
franchisors can accurately provide prospec- 
ive franchisees with the information re- 
quired to be disclosed by § 436.i(a)(14) of 
the rule. 

27This language revision has also been 
adopted in response to comments on the 
public record, which have emphasized that 
in many instances “(t]he franchisee is a cor- 
poration and accordingly cannot participate 
personally in the operation of the fran- 
chise.” See e.g., General Motors Corp., R. V, 
2483-4. 

218See Coleman Rosenfield, Tr. 277, sug- 
gesting that disclosure also be made of the 
management techniques offered by the 
franchisor for such absentee ownership situ- 
ations. While § 436.1(a)(14) of the rule does 
not include a requirement as to disclosure of 
such ‘‘management techniques,” such infor- 
mation wouid in all probability be useful to 
prospective franchisees and could be pro- 
vided consistent with the requirements of 
§ 436.1(a)(21) of the rule, discussed infra. 

72Given the degree of control which 
many franchisors exert over their franchi- 
sees, successful operation of a franchise fre- 
quently rests largely on the franchisor’s 
judgment as to factors such as required per- 
sonal participation in the business by 
franchisees. See generally Harold Brown, 
Franchising: Realities & Remedies, 15 
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The degree of personal participation 
required of the franchisee is a fact ma- 
terial to the franchise relationship. 
Accordingly, the Commission believes 
that the failure to disclose such mate- 
rial information, or the misrepresenta- 
tion thereof, is both a deceptive and 
unfair trade practice in violation of 
section 5 of the Federal Trade Com- 
mission Act, 15 U.S.C. § 45, since it (1) 
may misiead the franchisee as to the 
degree of personal effort required in 
the operation of the franchise busi- 
ness, and (2) could readily result in 
economic injury to the franchisee be- 
cause of his or her inability to engage 
in a business other than the franchise 
business. 

15. Termination—Section 436.1 
(aX(15). In their study of fast food 
franchising,?*° Professors Ozanne and 
Hunt note that ‘franchisor termina- 
tion clauses appear in 100 percent of 
all franchise agreements [within the 
sample group].” Based upon the multi- 
tude of comments received on the 
public record in response to the 
“franchisor termination clause” disclo- 
sure provision in the proposed version 
of the rule,**' it is likely that virtually 
every franchise agreement contains 
such a “franchisor termination 
clause.” 782 Not surprisingly, the Com- 
mission has received numerous com- 


(1973); and, Lefkowitz Remarks, R. II, 551- 
601. Disclosure of information such as that 
required by § 436.1(2)(14) of the rule should 
aid in removing informaticnal imbalances 
within the franchise relationship, and, as a 
result, assist prospective franchisees in 
making reasoned business decisions. See the 
discussion in Ch. ITI, supra. 

701J, Ozanne and S. Hunt, The Economic 


Effects of Franchising, R. IT, 1300. 


%1'The phrase “franchisor termination 
clause” disclosure is used herein as a short- 
hand reference to the various rights of the 
franchisee and the franchisor with respect 
to the franchise interest as set out within 
§ 436.1(a)(15). These disclosures, as defined 
in present § 436.1(a)(15) of the rule, have 
been derived in large part from § 436.1 
(aX15), (aX16), and (a)(17) of the first pro- 
posed rule, See Appendix B, and § 436.1 
(aX(15), (aX16), and (a20) of the revised 
proposed rule, See Appendix C. In this 
regard, See also para. (17) of the Uniform 
Franchise Offering Circular, in Appendix A 
hereto for a similar regulatory pattern deai- 
ing with disclosure of such contractual 
rights and obligations of franchisee and 
franchisor. 

*2This very observation also has been 
made by several commentators. See, e.g., H. 
Brown, Franchising: Realities & Remedies 
41-44 (1973); and, Comment, “Tempest In A 
Chicken Bucket: Some Reflections on Fran- 
chise Regulation in California,” 17 U.C.L.A. 
L. Rev. 1101, and 1111 (1970). The preva- 
lence of such termination clauses, and other 
clauses restricting the franchisee’s right to 
sell, lease, or otherwise transfer or modify 
his or her interest in the franchise, has been 
acknowledged by franchisor comment re- 
ceived on the record. See, e.g., note 284, 
infra. 
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ments from franchisees,” industry 
representatives, #** State and local gov- 
ernmental authorities **° and academ- 
ics °° which support the need for the 
explication of such termination 
clauses. 

While the great majority of such 
comments were strongly supportive of 
the need for disclosure of the elements 
of “franchisor termination clauses,” 
“issues surrounding termination and 
renewal * * * stand out as the most 
controversial in the franchise relation- 
ship.” 27 As discussed by Professor 
Urban B. Ozanne: 


283 See, e.g., Clark, R. IV, 1351; Goodman, 
R. IV, 2111; Shannon, R. IV, 2523; Evans, R. 
IV, 114; Levin, R. IV, 1222; Brown, R. IV, 
1435; Rhea, R. IV, 755; Wilde, R. IV, 132; 
West, R. IV, 37; Munson, R. VI, 2365; and 
Smith, R. VI, 1354. See also Geraid Grenert, 
R. IV, 1201, and Professors Ozanne and 
Hunt, R. II, 1332. 

284 See, e.g., Homemakers’ Home & Health 
Care Services, Inc., R. III, 1106; Sears, Roe- 
buck & Co., Tr. 1733; Chamber of Com- 
merce of the United States, R. III, 1096; 
Hertz Systems, Inc., Tr. 817-818; and the In- 
ternational Franchise Association, R. III, 
982, and R. V, 2079. In commenting on the 
“franchisor termination clause” disclosure 
as it appeared in the first proposed rule, 
§ 436.1 (a)(15) and (a)(16) thereof (see Ap- 
pendix B), the International Franchise As- 
sociation characterized such a provision as 
one which was not only acceptable, but 
might even be strengthened. The Commis- 
sion has refined the disclosures required by 
§ 436.1(a)(15) to this end. See the discussion 
in the text infra. 

285 See, e.g., Office of the Assistant Attor- 
ney General, State of Wisconsin, Tr. 1645; 
Office of the Attorney General, State of In- 
diana, R. II, 2; Office of the Attorney Gen- 
eral, Commonwealth of Pennsylvania, R. II, 
3970; and Office of the Attorney General, 
State of Washington, R. II, 3761-3762. With 
respect to franchise termination, the Honor- 
able Slade Gorton, Attorney General, State 
of Washington, specifically stressed at R. II, 
3762, that: 

In a variety of * * * franchising operations 
the one-sided contracts often give the 
franchisor the right to arbitrarily terminate 
the franchise, require exclusive and often 
grossly expensive sources of supply while 
enjoying a kickback from the top so that in 
many cases the franchisor is making money 
while the franchisee goes broke and then is 
terminated as soon as the next victim is 
found. 

See also the remarks of New York Attor- 
ney General Lefkowitz, in the Williams 
Hearings at R. II, 566, wherein it was em- 
phasized that: Franchise agreements are 
often terminated without cause, leaving the 
citizen nothing to show for his substantial 
investment of money, time and hard work. 

286 See, e.g., Professor Donald S. Chisum, 
R. II, 3153; Professor Urban B. Ozanne, R. 
II, 3842-3843; and Professors Ozanne and 
Shelby D. Hunt, The Economic Effects of 
Franchising, R. II, 1300-1313. 

287Professor Urban B. Ozanne, R. II, 3895. 
Also see generally H. Brown, Franchising: 
Realities & Remedies 41-47 (1973); and, 
Comment, “Franchise Terminations and Re- 
fusals to Renew: The Lanham Act and Pre- 
emption of State Regulation,’ 60 Iowa L. 
Rev. 122, 123-124 (1964). 
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On the one hand, franchisors argue that 
they must retain the right to renew [fran- 
chise agreements] on performance grounds, 
because a weak or slovenly franchisee de- 
tracts from all franchisees in the system.?** 
{In contrast], franchisees and critics of 
franchising suggest the franchisor can and 
frequently does hold the threat of termina- 
tion or nonrenewal over the franchisee’s 
head to exact concessions not in the latter’s 
best interests * * *.2°° Forcing the franchisor 
to specify conditions leading to termination 
may help by furnishing the more deliberate 
franchisee another basis of comparison 
among systems. It could also encourage the 
franchisor to prune his list of termination 
conditions, which are sometimes multitudi- 
nous, to say the least.*” 


In this regard, several industry rep- 
resentatives have voiced general objec- 
tions to the disclosure requirement de- 
fined in present section 436.1(a)(15), 
on the grounds the such “franchisor 
termination clauses” are in most cases 
an express part of the franchise agree- 
ment.?*! This criticism, however, fails 
to recognize the critical factor which 
has led the Commission to include 
such a requirement within the rule— 
i.e., the length and complexity of the 
typical franchise agreement which 
prevents ready understanding of its 
terms by the franchisee.” Further, as 


288See e.g., comments of Sol Edidin, Hertz 
Systems, Inc., Tr. 817-818. 

28 See generally Comment, “‘A Sui Generis 
Approach to Franchise Terminations,” 50 
Notre Dame Law. 545 (1975); Comment, 
“Constitutional Obstacles to State “Good 
Cause” Restrictions On Franchise Termina- 
tions,’ 70 Colum. L. Rev. 1487 (1974); and, 
Comment, “Tempest In A Chicken Bucket: 
Some Reflections On Franchise Regulation 
In California,” 17 U.C.L.A. L. Rev. 1101, 
1111-1112 (1970). : 

29 R. II, 3895-A. Professor Ozanne contin- 
ued, stating that “if termination and non-re- 
newal complaints continue to grow, more 
drastic action will be necessary. Perhaps, a 
rule incorporating elements of the ‘fair 
practices’ legislation that has passed in the 
States of Washington, and New Jersey 
should be considered.” 

The rule attempts no substantive regula- 
tion of franchisee termination, however, but 
instead seeks to abate the incidence of 
unfair and deceptive trade practices viola- 
tive of §5 of the Federal Trade Commission 
Act, 15 U.S.C. § 45, through “full disclosure 
” of those aspects of such termination 
clauses which are material from the per- 
spective of a prospective franchisee. Com- 
pare the discussion in Comment, ‘Franchise 
Regulation: An Appraisal of Recent State 
Legislation,” 13 B.C. Ind. & Com. L. Rev. 
529 (1972). 

221See, e.g., Sears, Roebuck & Co., Tr. 
1734; General Business Services, Tr. 345; 
Murphy, Tr. 1613; Household Finance 
Corp., R. III, 100; Ramada Inns, Tr. 893; 
Gulf Oil Co., R. III, 1059; Standard Oil Co. 
of California, R. V, 2438. See also Kentucky 
Fried Chicken, Tr. 534. 

222See, e.g., comments of the Honorable 
Slade Gorton, Attorney General, State of 
Washington, R. II, 3761; and the discussion 
in Ch. III, supra. See also Ontario Depart- 
ment of Financial and Commercial Affairs, 
R. II, 1275. 


noted by numerous comments received 
on the record, such termination provi- 
sions are often ‘accepted’ by the 
franchisees without a rational basis 
for evaluation due to the inherent in- 
formation imbalance between franchi- 
sors and franchisees. 

More specifically, the lengthy and 
complex nature of the franchise agree- 
ments regarding transfer, renewal and 
termination of the franchisee’s rights, 
are often “all but overlooked by the 
prospective franchisee.” 2% This infor- 
mational imbalance makes the clear 
and concise disclosure of the elements 
of such “franchisor termination 
clauses” in the prospectus essential, if 
a@ prospective franchisee is to make an 
informed business judgment. In this 
respect, these types of clauses may 
well be the most important provisions 
in the franchise agreement, since they 
limit what the franchisee may do with 
his capital asset, “the going value of 
the business that he may have spent 
years in developing.” ?% Understanda- 
ble disclosure of such material infor- 
mation is essential. 

Numerous comments from franchi- 
sees indicate the coercive effect which 


283 See, e.g., H. Brown, Franchising: Reali- 
ties & Remedies 41-47 (1973). 

™ Comment, “Tempest In A Chicken 
Bucket: Some Reflections On Franchise 
Regulation in California,” 17 U.C.L.A. L. 
Rev. 1101, 1111 (1970). ‘“‘This complacency is 
ill-minded, however, since these terms can 
have an immediate and devastating effect.” 
Id. See also H. Brown, Franchising: Reali- 
ties & Remedies 41-44 (1973). Professor 
Hunt has noted the following at R. II, 3837: 

“* * * The unsophisticated nature of po- 
tential franchisees is further illustrated by 
the fact that 39 percent of our sample did 
not consult a lawyer prior to signing the 
franchise agreement. This is amazing when 
you consider that these agreements are ex- 
tremely complex documents with much fine 
print and will govern the basic relationship 
between franchisee and franchisor for a 
period of many years.” 

25H. Brown, Franchising: Realities & 
Remedies 42 (1973). As indicated by com- 
ments in the public record and other perti- 
nent materials, this ‘capital asset” is often 
substantial. See, e.g., U.S. Dept. of Com- 
merce, Franchising in the Economy, 1975- 
1977, 43 (1976), showing, for example, the 
median amount of total investment for 
“educational product and services” franchi- 
sees within the sample group to be $30,000, 
with required “start-up” cash being $15,000. 
Such figures are substantially higher for 
other types of franchise businesses. This 
same Department of Commerce study shows 
the median total investment for automobile 
and truck rental franchisees to be $80,000, 
with required “start-up” cash being $50,000. 
For hotel and motel franchisees, such 
median total investment soars to $600,000, 
with necessary “start-up” cash of $100,000. 
Also see generally Lefkowitz Remarks, R. II, 
560 (example provided where franchisee lost 
total investment of $10,000, as a result of 
franchisor “terminating its activities” in the 
franchise field, even though it had sold only 
one franchise); and U. Ozanne and S. Hunt, 
The Economic Effects of Franchising, R. II, 
1300-1313. 
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such termination clauses may have re- 
garding the successful operation of a 
franchise outlet.*%* In response to sug- 
gestions from both franchisees?” and 
industry representatives, 29° the Com- 
mission has, however, refined the lan- 
guage of section 436.1(a)(15) in order 
to strengthen the applicable disclosure 
requirements without at the same 
time making them too burdensome.?”? 
In this. respect, section 436.1(a)(15) 
combines many of the most effective 
sections of earlier proposed provisions 
of the rule along with closely related 
sections of the Uniform Franchise Of- 
fering Circular. 

Section 436.1(a)(15)(i) of the rule 
sets forth as the first of these 
“franchisor termination clause’’ disclo- 
sures the requirement of stating the 
“term” of the franchise agreement or 
any related agreements.*® Further, 


226See, e.g., Munson, R. VI, 2365; and 
Smith, R. VI, 1354. 

297See, e.g., Clark, R. IV, 1351; Goodman, 
R. IV, 2111; Shannon, R. IV, 2523, and 
Munson, R. VI, 2365. As stated therein, ter- 
mination clauses often can be the source of 
concessions extracted by franchisors from 
their franchisees. 

298 See, e.g., International Franchise Asso- 
ciation, R. V, 2079. 

29Td. The Commission has attempted to 
so “strengthen” the ‘“‘franchisor termination 
clause” disclosure by requiring further de- 
lineation of the rights of the parties as to 
the franchise interest than had been pro- 
posed in either of the earlier versions of the 
rule. See for example, § 436.1 (a)(15)(xi) and 
(a)(15)(xii), which require a separate disclo- 
sure regarding the rights of the parties to 
modify the franchise agreement, a concept 
generally contained but not clarified in 
§ 436.1(a)(16) of the first proposed rule, see 
Appendix B, and § 436.1(a)(15)(a) of the re- 
vised proposed rule, see Appendix C. These 
particular provisions of the rule are dis- 
cussed in greater detail infra. 

3oThe word “term” as employed in 
§ 436.1(a)(15)(i) of the rule means the ‘‘dura- 
tion of [franchise] arrangement,” if any. 
Comments in the public record and related 
textual materials indicate that duration of 
the franchise agreement may vary consider- 
ably both among different types of fran- 
chise businesses, as well as among individual 
franchise outlets of the same franchisor. 
See, e.g., U. Ozanne and S. Hunt. The Eco- 
nomic Effects Of Franchising, R. II, 1183- 
1184 ({Fast-Food] franchise agreements 
range in length from 1 to 60 years [and] 
franchisors reported that the median length 
of the franchise agreements they are now 
writing is 15 years); and, H. Brown, Fran- 
chising: Realities & Remedies 42 (1973). 
While such a disclosure was not specifically 
contained in the earlier proposed versions of 
the rule, franchisors had been previously re- 
quired to furnish the prospective franchisee 
with a copy of the franchise agreement, 
which in most instances contains a section 
relating to the ‘‘term” of the franchise rela- 
tionship. See, e.g., §436.1(e) of the revised 
proposed rule, see Appendix C, and U. 
Ozanne and S. Hunt, The Economic Effects 
Of Franchising, R. II, 1203. The Commis- 
sion believes that information as to the 
“term” of the franchise relationship is most 
important to a prospective franchisee and 
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with the intent of providing prospec- 
tive franchisees with material infor- 
mation regarding the operation of a 
franchise outlet, this provision also re- 
quires disclosure as to whether such 
“term” is conditioned on or otherwise 
affected by any other agreement, in- 
cluding leases or subleases.°"! 

After requiring disclosure of such 
basic information regarding the 
“term” of franchise agreements, sec- 
tions 436.1 (a)(15)(ii) and (a)(15)¢iii) 
require disclosures relating to renewal 
or extension of the franchise. More 
specificaily, section 436.1(a)(15)(ii) re- 
quires a statement of “the conditions 
under which the franchisee may 
renew or extend,’ while section 
436.1(a)(15)(iii) requires a _ similar 
statement with respect to ‘“‘the condi- 
tions under which the franchisor may 
refuse to renew or extend.”*? The 
record reflects that a franchise is gen- 
erally granted for a specific term, sub- 
ject to renewal upon expiration. In 
this regard, a minority of franchise 
agreements provide the franchisee 
with an “exclusive option” to renew, 
but the typical agreement is usually 
dependent upon the discretion of the 
franchisor as to what form such “re- 
newal options’ may take, if any.** 


therefore requires its disclosure’ in 
§ 436.1(a)(15)(i). Note also that the’ terms 
“franchise agreement and any related agree- 
ments” are used in recognition of the fact 
that the terms of the franchise arrange- 
ment are often contained in several agree- 
ments. 

3 This portion of the § 436.1(a)(15)(i) dis- 
closure has been included within the rule in 
light of the problem of de facto franchisor 
terminations. See H. Brown, Franchising: 
Realities & Remedies 46-47 (1973). Clearly, 
knowledge of the effect of the operation of 
a lease or other ancillary agreement upon 
the “term” of the franchise is a faetor 
which would have a “substantial likelihood” 
of influencing a franchisee contemplating 
the purchase of a franchise. § 436.1(a)(15)<i) 
therefore requires disclosure of such infor- 
mation in the prospectus, rather than just 
in the “franchise agreement” as previously 
required by para. (e) of the revised proposed 
rule, see Appendix C. The additional disclo- 
sure burden resulting from this requirement 
is minimal. 

302Section 436.1(a)(15)(ii) follows closely 
the disclosure requirements of paragraph 
(17) of the Uniform Franchise Offering Cir- 
cular (see Appendix A), and in so doing 
clarifies the intent of §§ 436.1(a)(15)(i) and 
436.1(a)(15)(ii) of the first proposed rule, 
see Appendix B, and § 436.1(a)(16)(a) of the 
revised proposed rule, see Appendix C. 

303 See generally Lefkowitz Remarks, R. II, 
560; and U. Ozanne and S. Hunt, The Eco- 
nomic Effects of Franchising, R. II, 1203- 
1204; 1330-1332. See also H. Brown, Fran- 
chising: Realities & Remedies 44 (1973), 
wherein the author states that: 

“* * * Whatever the original agreement 
period [i.e., the franchise ‘‘term’] any 
franchisee who has survived all other haz- 
ards will have built up some equity in the 
business. That equity is in jeopardy if the 


franchisor is totally free to deny renewal . 


* * *. The franchisor’s right not to renew is 
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Often this results in the franchisor 
being the sole authority in determin- 
ing whether renewal or extension of 
the franchise will be permitted. As 
stressed by one commentator, ‘Lilt is 
apparent that a franchise agreement 
which gives the franchisor an unres- 
tricted freedom to decline to renew 
poses a serious threat to the franchi- 
see’s investment.” *°* In recognition of 


{therefore] more important, although not 
as immediate to the franchisee, than the 
franchisor’s right to terminate it.” 

Professors Ozanne and Hunt note as fol- 
lows, at R. IT, 1331-2: 

“‘We asked franchisees, ‘if your franchisor 
is willing, do you plan to renew your fran- 
chise agreement when it expires?’ Of the 
791 fast-food franchises responding to this 
question, 544 (68 percent) indicated that 
they planned to renew their agreement. In 
other words, two-thirds of those responding 
are well enough satisfied with their fran- 
chise to wish to extend it beyond its present 
term. However, many franchisees express 
serious concern about forthcoming renewal 
negotiations. Much of this concern centers 
on increased royalty fees and changes in 
their franchisor’s organization. For exam- 
ple, one franchisee wrote: 

“ ‘Large companies such as [name of large 
corporation] are acquiring franchise compa- 
nies and now seem to want to squeeze out 
successful franchisees and take over at the 
end of the term. Legislation is needed to 
protect franchisees and to force renewal at 
reasonable rates to those who have helped 
build the franchise. Large companies now 
are raising (the royalty] whereby they want 
the percentage of sales at 10 percent of 
gross over $100,000 annual sales, 12 percent 
over $150,000 to $200,000, and 14 percent 
over $200,000—this in addition to 3 percent 
of gross on lower sales.’ 

“Some of the strongest renewal com- 
plaints come from _ franchisees whose 
franchisors are instituting a royalty fee in 
their new agreement for the first time; for 
example: 

“‘Although we have received only limited 
assistance from the franchisor during the 
past 15 years, we don’t feel we have been 
grossly abused. Unfortunately, all renewals 
of present franchises will be on a 2-4 per- 
cent of gross sales basis depending on oper- 
ation and size of unit. 

“««* * * We would probably continue our 
association at renewal time but only under 
present terms. We do not feel we can stand 
a 4 percent tag plus other restrictions pres- 
ently contemplated.’ 

“Another franchisee made a similar point 
in a slightly different way: 

““T think legislation should be passed in 
regards [sic] to termination and renewal of 
a franchise. After a family puts in many 
long hours and hard work to build up a good 
business, which also builds the franchisor’s 
reputation, the franchisor makes the renew- 
al terms and price so exorbitant that it is 
almost impossible to renew; and also [we] 
get the inference that the franchise may be 
sold to a new owner who may come in and 
compete with us.’” 

34Comment, “Tempest In A Chicken 
Bucket: Some Reflections On Franchise 
Regulation in California,” 17 U.C.L.A. L. 
Rev. 1101, 1111 (1970). This particular prob- 
lem is recognized by the Commission as 
being most serious with regard to the suc- 
cessful operation of the franchise relation- 

Footnotes continued on next page 
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the materiality of such information to 
franchisees, the rule requires its dis- 
closure. 

Sections 436.1 (a\15xiv) and 
(a)(15)(iv) of the rule also require dis- 
closure of a somewhat parallel set of 
provisions contained within many 
franchise agreements—i.e., “the condi- 
tions under which the franchisor may 
terminate.’ °° Comments on the public 
record and related textual materials 
attest to the existence of termination 
provisions in franchise agreements %** 
which permit the franchisor to termi- 
nate the relationship at will or at least 
to limit the agreement to a particular- 
ly short period of time.**? As noted by 
one legal journal commentator: 


Footnotes continued from last page 

ship and is therefore dealt with more spe- 
cifically by § 436.1(a)(15)(vii) of the rule, dis- 
cussed infra. 

35 In this respect, §436.1(a)(15)(iv) has 
been substantially derived from 
§ 436.1(a)(16) of the first proposed rule, see 
Appendix B, and § 436.1(a)(15)(a) of the re- 
vised proposed rule, see Appendix C. Simi- 
larly, § 436.1(a)(15)(v) of the rule has been 
derived from § 436.1(a)(15) of the first pro- 
posed rule, and para. (a)(16)a) of the re- 
vised proposed rule, see Appendix C. See 
Professor Shelby D. Hunt, R. II, 3943. 

*°6 Professors Ozanne and Hunt, The Eco- 
nomic Effects of Franchising, note that 
while 100 percent of all “fast food’ fran- 
chises studied contained clauses giving the 
franchisor the right to terminate the fran- 
chise on a variety of grounds, only 9 percent 
of such agreements contained such provi- 
sions with respect to franchisee rights to 
termination—and these franchisee termina- 
tion clauses were, in contrast, substantially 
limited in scope. (R. II, 1300-1303.) Further, 
franchisees often must give up certain 
rights if they wish to exercise their termina- 
tion option—e.g., such franchisees “{s]hall 
release company of and from all claims and 
damages arising out of events prior to the 
date of termination * * *.” Id., at R. II, 1337. 

#7 See, e.g., Munson R. VI, 2365, where a 
franchisee emphasizes the constant threat 
of franchisor termination. Specifically, he 
notes that: 

“My contract states that I have to [stay] 
open 12 months a year, 11 a.m. till 7 p.m. 
every day, and if I am closed for two (2) con- 
secutive days I can lose my business. Colora- 
do weather, illness or any other reason for 
closing two (2) consecutive days could force 
me to lose everything I have worked for.” 

See also Smith, R. VI, 1354; Ontario De- 
partment of Financial and Commercial Af- 
fairs, R. Il, 1725; and, Professors Ozanne 
and Hunt, The Economic Effects of Fran- 
chising, R. Ii, 1302-1304, 1335-1339. In this 
regard, Czanne and Hunt state that ‘“what- 
ever the form of the clause, termination by 
the franchisor resuits from at least three 
general causes: (1) by expiration of the 
term, (2) by franchisee bankruptcy, (3) by 
default in the franchisee’s performance.” R. 
II, 1335-1336. Labeling this last cause of ter- 
mination “the sensitive one,” because of the 
“wide range” of grounds for termination, 
they then continue in greater detail as to 
the underlying problem herein—i.e., the co- 
ercive power which the franchisor wields 
over the franchisee in their everyday busi- 
ness dealings because of the existence of 
termination clauses in the franchise agree- 
ments. As they note, id. at R. II, 1336: 
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After the [franchise] agreement is execut- 
ed the threat of termination, encompassing 
the loss of a portion of the franchisee’s in- 
vestment and goodwill, becomes an effective 
device by which the franchisor can secure 
compliance in onerous and often illegal mar- 
keting practices.** 


“Moreover, there is always the issue of un- 
equal application, i.e., enforcing a particular 
clause to get rid of a recalcitrant franchisee 
when the same defaulting behaviour is ig- 
nored in other franchises. Examples of 
grounds for termination that offer potential 
unequal application are: 

“1. Licensee shall maintain the premises 
open for business 365 days per year and not 
less than twelve (12) hours per day. 

“2. Franchisee shall not employ or use any 
vending machine or coin-operated machines 
on the premises. 

“3. Franchisee covenants to use on the 
premises only such equipment and fixtures 
as shall be approved by franchisor. 

“4. The franchisee shall keep all adjacent 
sidewalks and parking areas free and clear 
ef snow, ice, and rubbish. 

“5. All employees of franchisee, while in 
said employment shall wear uniforms con- 
forming to such specifications as franchisor 
may from time to time designate, and shall 
present a neat and clean appearance and 
render competent, sober and courteous serv- 
ice to franchisee’s patrons. 

“6. There shall be used in the dispensing 
and sale of the products from the premises 
only such containers, bags, napkins, flavor- 
ings, and garnishments as supplied by the 
franchisor or from suppliers approved from 
time to time by franchisor. 

“Many of these examples are wholly rea- 
sonable on their face. However, stringent 
enforcement directed at a particular 
franchisee coupled with unreasonable grace 
periods may be inequitable and against the 
public interest.” 

See also H. Brown, Franchising: Realities 
& Remedies 41-47, (1973); Comment, “Fran- 
chise Terminations and Refusals To Renew: 
The Lanham Act and Preemption of State 
Regulation,” 60 Iowa. L. Rev. 122, 123 
(1974); and Comment, ‘“‘Tempest In A Chick- 
en Bucket: Some Reflections on Franchise 
Regulation in California,” 17 U.C.L.A. L. 
Rev. 1101, 1111-1112 (1970). 

*8Comment, “Franchise Terminations 
and Refusals to Renew: The Lanham Act 
and Preemption of State Regulation,” 60 
Iowa L. Rev. 122, 123 (1974). As noted in one 
commentary on the public record: 

* * * The franchisor plays on this fear to 
compel the franchisee ‘‘to adhere to prac- 
tices which may be detrimental to his busi- 
ness—such as directed purchases, handling 
only products of the franchisor, retail price 
maintenance, not selling to selected custom- 
ers, unprofitable mandatory working hour 
requirements, etc.” 

Comment, “Franchise Regulation: An Ap- 
praisal of Recent State Legislation,” 13 B.C. 
Ind. & Com. L. Rev. 529 (1972). 

See also “The Report of the Minister's 
Committee on Franchising,” Ontario De- 
partment of Financial and Commercial Af- 
fairs, R. II, 1170, finding that: “Linked with 
the threat of termination is the forcing of 
franchisees into marketing schemes not of 
their own making * * *. The franchisee has 
no alternative but to follow instructions 
under the threat of termination.” 

In addition, see generally H. Brown, 
“Franchising: Realities & Remedies’ 41-47 
(1973). 


For example, since the franchisee’s 
business is identified with the trade- 
mark of the franchisor, the threat 
that permission to so use the mark will 
be withheld is clearly one which may 
be used to coerce the franchisee into 
conduct in which he or she would not 
otherwise engage.*°® Recognizing the 
power inherent in such termination 
clauses, industry representatives have 
not, on the whole, shown any opposi- 
tion to inclusion of the disclosures de- 
fined in sections 436.1 (a)(15)(iv) and 
(a)(15)(v) of the rule. 

Integrally related to such disclosures 
is section 436.1(a)(15)(vi) of the rule, 
which requires an explanation of the 
obligations of both franchisee and 
franchisor, after termination of the 
franchise agreement by either party 
or expiration of the agreement.*"° 


309See also Comment, “Franchise Regula- 
tion: An Appraisal of Recent State Legisla- 
tion,” 13 B.C. Ind. & Com. L. Rev. 529 
(1972). Further, as noted in Comment, “A 
Sui Generis Approach to Franchise Termi- 
nations,” 50 Notre Dame Law. 545, 546 
(1975): 

“ ** * Generally, then, franchise agree- 
ments provide for short notice, include om- 
nibus clauses giving rise to default, and stip- 
ulate that any failure by the franchisee to 
meet the conditions of the contract must be 
remedied to the franchisor’s satisfaction. 
There is no question that these practices 
are being employed by suppliers [i.e., 
franchisors]: the annual turnover of gas sta- . 
tion dealers based on insolvency, termina- 
tions, and failure to renew varies from 25-40 
percent. This high rate of failure is under- 
standable considering that no common law 
cause of action exists for unjust termination 
or failure to renew * * *.” 

31° Franchisor conduct regarding a lease or 
sublease held by the franchisee is often in- 
consistent with contractual obligations 
under the franchise agreement and thereby 
detrimental to the franchisee’s legitimate 
business interests—resulting in frequent de 
facto terminations. Where such a lease in- 
terest is controlled by the franchisor, it 
may, for example, refuse to renew the lease 
upon its expiration, leaving the franchisee 
with a completely useless franchise agree- 
ment—such as where the lease relates to the 
present location of the franchisee’s operat- 
ing outlet. See Ozanne and Hunt at R. II, 
1305, wherein it is noted that “loss of lease 
clauses appear in 14 percent of all franchise 
agreements [studied].”” Such clauses entitle 
the franchisor to terminate the franchise 
agreement if the franchisee’s right of pos- 
session as lessee or sublessee of the premises 
is terminated for any reason whatsoever (in- 
cluding fire, flood, etc.). Note also the exam- 
ple of such unfair franchisor conduct given 
by Brown in ‘Franchising: Realities & Rem- 
edies” 46 (1973), wherein he states that: 

“A common provision deals with the situa- 
tion where the franchisor either owns or 
leases the realty. This provision usually 
mandates that, regardless of the reason for 
termination, the lease will go back to the 
franchisor, thus assuring his control of the 
particular location. If a third person owns 
the property, the franchise will require that 
the franchisee obtain the franchisor’s ap- 
proval of any renewal of the lease and that 
he assign the lease to the franchisor in case 
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A further critical element within the 
franchise ‘‘termination” process is the 
amount of equity which the franchisee 
will retain on termination. As evi- 
denced by comment on the public 
record, a franchisee often has little 
control over such equity and frequent- 
ly is not aware of how much of such 
equity investment will ultimately be 
retained, because of contract provi- 
sions in the agreements which tradi- 
tionally give the franchisor great dis- 
cretion to terminate the franchise. 
Since franchisee equity is frequently 
substantial,*" it is clearly in the public 
interest to require a disclosure of the 
franchisee’s equity interest upon ter- 
mination, as per section 
436.1(a)(15)(vii). 

One of the more important disclo- 
sures which has been derived from 
earlier proposed versions of the rule is 
that concerning the conditions under 
which the franchisor may repurchase 
the franchise as defined in section 
436.1(a)(15)(viii).*"? In a report submit- 
ted as part of the Williams Hearings, 
Attorney General Louis J. Lefkowitz, 


Footnotes continued from last page 

of termination. Gasoline station and other 
franchisors require the franchisee to lease 
to them land which he owns, with an option 
to renew. They then give the franchisee a 
short-term sublease of his own 
land * * * franchisors are determined to re- 
capture the goodwill generated by a busi- 
ness at a given site.” 

In drafting present § 436.1(a)(15)(vi), the 
Commission has sought to clarify the “‘post- 
termination obligations” disclosure as it was 
earlier set out in § 436.1 (a)(15) and (a)(16) 
of the first proposed rule, see Appendix B 
and §§ 436.1(a)(15)(@), 436.1(a)(16)(@) and 
436.1(a)(16)(c) of the revised proposed rule, 
see Appendix C. See para. (17)(F) of the 
Uniform Franchise Offering Circular, in Ap- 
pendix A hereto, for a similar disclosure as 
to the “post-termination obligations” of 
franchisee and franchisor. 

311 See U.S. Dept. of Commerce, “Franchis- 
ing in The Economy,” 1975-1977, 43 (1976), 
illustrating that exclusive of goodwill, 
franchisee investment in convenience store 
franchises may range, for example, from 
$16,000 to $185,000 with a median invest- 
ment for reporting franchisees of $55,000. 
Further, in this regard, franchisee invest- 
ment in hotel, motel and campground facili- 
ties is even higher, ranging from $35,000 to 
$650,000—with a median investment for re- 
porting franchisees of $225,000. See also H. 
Brown, “Franchising: Realities & Reme- 
dies” 41-47 (1973), and Comment, “A Sui 
Generis Approach To Franchise Termina- 
tions,”’ 50 Notre Dame Law. 545 (1975) (“A 
resulting termination often means both 
harsh financial loss and years of work ne- 
gated for the dealer (franchisee].’’) In this 
regard, see also comments submitted by 
Smith, R. VI, 1354, and Munson, R. VI, 
2354; and compare para. (17)(G) of the Uni- 
form Franchise Offering Circular, in Appen- 
dix A. 

32This disclosure has been derived from 
§ 436.1(a)(15) of the first proposed rule, see 
Appendix B, and § 436.1(a)(16)(a) of the re- 
vised proposed rule, see Appendix C. See 
also para. (17)(H) of the Uniform Franchise 
Offering Circular in Appendix A. 
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of New York, stressed that one area 
“Cwlhere the lack of full and fair dis- 
closure has led to flagrant abuses” 
concerns: ‘‘* * * franchising compa- 
nies seeking to reacquire the most suc- 
cessful franchise operations to the det- 
riment of the franchisee through the 
imposition of undue burdens.?*” 
Given the potential for further con- 
tractual abuses with regard to franchi- 
sor “repurchase” of all or a part inter- 
est in a particular franchise outlet,*"* 
the rule requires an explanation of the 
franchisor’s rights in this regard, if 
any.*'5 Included with the explanation 
must be a discussion of any “rights of 
first refusal” *‘° and, where applicable, 


313“Hearings Before the Subcommittee on 
Rural and Urban Economic Development, 
Select Committee on Small Business, United 
States Senate,” 91st Cong., 2d Sess., Pt. 2, at 
552-572 (1970), R. II, at 556. 

34See generally H. Brown, ‘Franchising: 
Realities & Remedies” 41-47 (1973); and, 
Comment, ‘“‘Tempest In A Chicken Bucket: 
Some Reflections On Franchise Regulation 
In California,” 17 U.C.L.A. L. Rev. 1101, 
1111 (1970). 

35The right of the franchisor to “repur- 
chase” is common within the franchising in- 
dustry. For example, Professors Ozanne and 
Hunt report that 46 percent of all franchise 
agreements they studied contain an express 
right of franchisor “first refusal.” R. II, 
1306-1308. The Commission found a similar 
frequency of such franchisor “rights of first 
refusal’ to be present in selected franchise 
agreements which it studied under a ques- 
tionnaire sent out pursuant to § 6(b) of the 
Federal Trade Commission Act, 15 U.S.C. 
§ 46(b). In this regard, see, e.g., the re- 
sponses of the Marriott Corp., R. I, 6046-8 
(Franchisees and Licensees cannot subfran- 
chise or sublicense without prior consent of 
the franchisor, which maintains rights of 
first refusal in all cases. Franchisee cannot 
sell, assign, transfer, convey or encumber 
the agreement without prior consent of 
franchisor. Transferee, over whom the 
franchisor has right of refusal, must agree 
to assume all duties and obligations. No ad- 
vertisement to sell, in newspaper or other- 
wise, is permitted without franchisor con- 
sent. If franchisee is so empowered, he 
agrees to place restrictive covenant on land 
of operating unit, prohibiting similar busi- 
ness operation on the site for a 2-year 
period); and, Johnny’s American Inn, Inc., 
R. I, 4636 (Franchisee may not, voluntarily 
or by operation of law, assign, transfer, 
convey or encumber the franchise agree- 
ment without prior consent of the franchi- 
sor. Where franchisor allows transfer, it 
may still hold original franchisee on the 
contract. Notwithstanding the above, when 
franchisee receives an offer to purchase 
unit, it must afford franchisor the first 
right of refusal {right to purchase unit at 
same price, terms], and franchisee shall not 
engage in any similar business within 5 
miles of exclusive franchise territory). Such 
a right of “repurchase’”’ may exist alone or 
in combination with the more common 
“franchisor approval clause”’ regarding sale, 
assignment, or other transfer of the fran- 
chise. Under such “approval” clauses, a 
franchisee may not sell, or otherwise trans- 
fer, his or her interest in the franchise with- 
out prior approval of the franchisor. 

36Such “rights of first refusal’’ contrac- 
tually obligate the franchisee to provide the 
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-the various factors by which the 
franchisor’s repurchase price is to be 
determined.*"7 

Just as the express rights of the 
franchisor to terminate a particular 
franchise agreement are usually quite 
broad, the conditions under which the 
franchisee may sell or assign its inter- 
est in the franchise are usually corre- 
spondingly limited. More specifically, 
for example, almost all franchise 
agreements provide that such sale or 
transfer cannot take place without 
prior approval of the franchisor.*"® 


franchisor with an opportunity to repur- 
chase the franchise, prior to consummating 
any transfer of the franchise interest to a 
third party. In certain instances what may 
appear to constitute a “reasonable” repur- 
chase offer by the franchisor is in actuality 
substantially inferior to purchase offers 
made to the franchisee by third parties. In 
such a situation, the franchisee is, in effect, 
powerless to realize the maximum profit 
then available on the sale of the franchise 
business. In other instances, the repurchase 
offer made by a franchisor may grossly un- 
dervalue the franchise business assets, again 
resulting in an unfair loss of profits to the 
franchisee-seller. H. Brown, in ‘Franchising: 
Realities & Remedies” 49 (1973), noted that: 

“Franchisors who make a capital charge 
for a franchise or who directly sell the nec- 
essary capital equipment have a real inter- 
est in preventing franchisees from selling 
their franchises. Some franchisors obtain a 
major portion of their income not from the 
sale of franchises, but from the resale of re- 
captured units. Thus, most agreements pro- 
hibit the franchisee’s advertising that the 
franchise is for sale. Ultimately, the 
franchisor exercises his right of first refusal 
and his power to approve all transfers as a 
competitor in the sale of the capital asset.” 

317 As noted in Comment, ‘“‘Tempest In A 
Chicken Bucket: Some Reflections On Fran- 
chise Regulation In California,” 17 U.C.L.A. 
L. Rev. 1101, 1111 (1970): 

“In some cases the price at which the 
franchisor may repurchase is set as the sum 
of the original franchise fee and the ‘fair 
market value’ of the fixtures and equipment 
owned by the franchisee. This price, howev- 
er, grossly understates the value of an es- 
tablished franchise since it includes no 
amount of the goodwill built up by the 
franchisee. In addition, the market value of 
the often highly specialized equipment in 
franchised businesses is usually far below its 
value as part of a going concern.” 

With these considerations in mind, 
§ 436.1(a)(15)(viii) of the rule therefore re- 
quires disclosure of the method of franchi- 
sor valuation of the franchise business with 
regard to a right or option to repurchase. 

38As noted by Professors Ozanne and 
Hunt in their study of “fast-food” franchis- 
ing, franchisor “approval of sale” clauses 
appeared in 83 percent of the sample group. 
R. II, 1308. As they further emphasize at R. 
II, 1332-1333: 

“The franchisee’s right to sell his fran- 
chise stands as a crucial element in his eco- 
nomic health and in his degree of indepen- 
dence. If he cannot sell the business, or if 
he can sell it only at disadvantageous terms 
(e.g., not as a going business, but piecemeal 
at the depreciated value of the assets), then 
his efforts over the years and his invest- 
ment have done little to increase his net 

Footnotes continued on next page 
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Further, a franchisee may be contrac- 
tually bound to repay all debts to the 
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worth, but have served only to purchase the 
franchisee a job on commission * * * [and 
data suggest that] franchisor approval [of 
the sale of the franchise] is a typical re- 
quirement and that many franchisors want 
the alternatives of buying the franchise 
{made] available to them * * *. [However], 
the right to approve the sale of the fran- 
chise or to approve the incoming franchisee 
can be a potential weapon against the 
franchisee. The franchisor can withhold ap- 
proval in order to force the introduction of 
his new, often more stringent, franchise 
agreement.” 

One type of franchisor “approval of sale” 
clause, which Professors Ozanne and Hunt 
found in 22 percent of the franchise agree- 
ments in their study, can be used as a 
“weapon” against the franchisee. This 
clause reads, at R. II, 1308-9, as follows: 

“* * * Dealer may sell his franchise to a 
natural person and be relieved of further 
obligations hereunder (other than the obli- 
gations contained in paragraph 13 hereof), 
provided (1) that the purchaser has a satis- 
factory credit rating, is of good moral char- 
acter, has business qualifications satisfac- 
tory to Company, will comply with Compa- 
ny’s training requirements and enters into 
any and all direct agreements with Compa- 
ny that Company is then requiring of newly 
franchised dealers; (2) that all money obli- 
gations of Dealer hereunder are fully paid, 
Dealer is not in default hereunder and 
Dealer executes a general release of all 
claims against Company; (3) that Dealer 
pays Company $1,500 for its legal, training 
and other expenses in connection with the 
transfer; (4) that Dealer pays Company a 
further sum equal to the deficit, if any, in 
Dealer’s advertising account (any credit in 
said account shall benefit Dealer’s succes- 
ma =? s” 

As noted by Harold Brown in ‘“Franchis- 
ing: Realities & Remedies” 44 (1973), while 
requirements such as those contained in the 
first provision of such a clause appear rea- 
sonable on their face: “All too often, the 
franchisor uses this [clause] as a subterfuge 
to obtain the [franchise] property for a fa- 
vorite person at a depressed price. And that 
‘favorite person’ may weil be one of the 
franchisor’s executives.” 

Of further import in this regard is Profes- 
sors Ozanne’s and Hunt’s finding that in 
only 7 percent of the franchises which they 
studied did the franchisee have a right to 
sell the franchise without franchisor ‘“‘ap- 
proval” of the buyer first being required. R. 
Il, 1333. In this respect, they cite several as- 
pecis of the constraints which such franchi- 
sor “approval of sale’ clauses place on 
franchisees. For example, one franchisee 
within their sample group noted that, at R. 
II, 1333-34: “For many years everything was 
fine—until (the franchise system] was sold. 
Now they continue to press me for a new 
contract and they are charging more to me 
than to those who do sign new contracts. I 
tried to sell [the franchise] when I had 10 
years remaining on my contract. They 
would not transfer my contract and insisted 
the new owner sign a completely new con- 
tract. I lost the sale.” 

Another franchisee put it more succinctly: 
“The franchisor’s right to accept or refuse a 
buyer for my franchises has made it diffi- 
cult to sell them. One prospective group was 
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franchisor or “affiliated persons” 3!9 
prior to being able to sell or transfer 
his or her interest in the franchise, or 
in some cases release the franchisor 
from all claims asserted against it re- 
gardiess of the amount involved and 
the merits of the claim.*”° Since such 
conditions may clearly involve sub- 
stantial rights which directly affect 
the value of the franchise, sections 
436.1 (a)(15)(ix) and (a)(15)(x) of the 
rule require disclosure of this type of 
information with regard to the 
franchisee and the franchisor, respec- 
tively. 5?! 

Under section 436.1(g) of the rule, 
the franchisor must provide a prospec- 
tive franchisee with a copy of his 
“franchise agreement” and “related 
agreements.” °?* In order to further ef- 
fectuate this requirement and at the 
same time clarify the franchisee’s 
rights with respect to unilateral 
changes in the governing agreements, 
sections 436.1 (a)(15)Cxi) and 
(a)(15)Cxii) of the rule require disclo- 
sure of the conditions under which the 
franchisee or the franchisor may 


modify the franchise and any related 
agreements. Being very closely related 
to the parties’ rights of renewal, ex- 
tension, or termination of the fran- 
chise as discussed supra with reference 


refused and another directed away from 
sale.” 

Recognizing the great effect which such 
franchisor “approval of sale” clauses mav 
have as to the successful operation of a 
franchise outlet, §436.1(a)(15)ix) of the 
rule requires disclosure of such information. 
Intimately related in this respect and of 
equal import is the disclosure required by 
§ 436.1(a)(15)(x) of the rule as to the condi- 
tions under which the franchisor may sell 
or otherwise assign in whole or in part his 
or her interest in the franchise business. 

38The meaning of the term “affiliated 
persons” is discussed with reference to 
§ 436.2(i) of the rule, infra. 

20H. Brown, ‘Franchising: Realities & 
Remedies” 42-43 (1973). As is stressed by 
Brown, however, such clauses often do not 
require “only” a general release of all claims 
which the franchisee may have against the 
franchisor but in addition: ‘““‘The franchisor 
{frequently] specifies other means [in such 
clauses] to aid in collections, such as a re- 
quirement that the franchisee pay all costs, 
including attorneys’ fees. [Further], some 
franchise agreements also provide for con- 
fession of judgment or consent to injunctive 
relief by the franchisee—i.e., a waiver of his 
right to a court trial—unless prohibited by 
state or constitutional law.” 

s1By retaining an express contractual 
right to deny the franchisee the ability to 
sell or otherwise assign the franchise busi- 
ness, or a part thereof, to the purchaser of 
his choice, the franchisor can depress the 
purchase price to his own benefit in many 
instances. The Commission has adopted 
§ 436.1 (a)(15ix) and (a)(15)(x) of the rule 
to put a prospective franchisee on clear 
notice of the franchisor’s rights in this 
regard. Paragraphs (17)(I) and (17)(J) of the 
Uniform Franchise Offering Circular in Ap- 
pendix A hereto present a regulatory ap- 
proach to such franchisor “approval of sale”’ 
clauses substantially similar in this regard. 


, 


to section 436.1 (a)(15)(ii) through 
436.1(a) (15)(v), such disclosures 
should present no compliance difficul- 
ty to affected industry members. Fur- 
ther, the types of disclosures as to the 
parties’ rights to modify the franchise 
agreement are presently required by 
related state legislation and the Uni- 
form Franchise Offering Circular. *75 

At any time during the franchise re- 
lationship, the franchisee may die or 
become disabled. As noted in com- 
ments submitted by the Office of the 
Secretary of State of Illinois, it is im- 
portant that prospective franchisees 
be advised ‘whether a franchise can 
pass directly to the heirs of a franchi- 
see upon his death or [whether] ap- 
proval by the franchisor [is] neces- 
sary.“ 34 Section 436.1(a)(15)(xiii) of 
the rule has been drafted by the Com- 
mission in response to such comments, 
and therefore requires disclosure of 
any pertinent rights of the franchi- 
see’s heirs or personal representative 
upon the death or incapacity of the 
franchisee. Such information clearly 
provides prospective franchisees with 
a more complete picture of their 
rights and obligations under the fran- 
chise agreement, as well as alerting 
them to any restrictions placed upon 
such rights. 3% 

Finaliy, but of great importance 
with respect to the “bundle of rights” 
which each party holds under such 
“termination clauses” °*7° are the provi- 
sions of any covenant not to compete. 
As defined by section 436.1(a)(15)(xiv) 
of the rule, such contractual provi- 
sions must be disclosed whether they 
appear in the franchise agreement 
itself or related agreements, such as fi- 


322 See the discussion of § 436.1(g), infra. 

8% See paras. (17K) and (17)(L) of the 
UFOC in Appendix A hereto. Such right “‘to 
modify” may be substantial on the part of 
the franchisor. See, e.g., H. Brown, ‘‘Fran- 
chising: Realities & Remedies’ 45 (1973) 
(“Almost all agreements also provide that 
the franchisor may unilaterally make 
changes in the ‘confidential’ manual of op- 
erations from time to time.’’). Failure to 
abide by these changes, however unreason- 
able, can then be used to terminate the 
franchisee. 

324 As presently drafted, § 436.1(a)(15)( xiii) 
of the rule reflects a refinement in the dis- 
closures earlier proposed in § 436.1(a)(16) of 
the first proposed rule, see Appendix B, and 
§ 436.1(a)(15)(a) of the revised proposed 
rule, see Appendix C. It is also intended to 
be similar in its operation to that of para- 
graph (17)(M> of the Uniform Franchising 
Offering Circular in Appendix A. 

35 Further support for such a disclosure is 
found in comments submitted by E. Patrick 
McGuire on behalf of The Conference 
Board of New York City, New York, Tr. 259. 
See also H. Brown, “Franchising: Realities 
& Remedies” 42 (1973). 

*¢The term “bundle of rights” is taken 
from Herzog, “What to Look for in Fran- 
chise Agreements,” in J. McCord and I. 
Cohen (eds.), ‘““Business and Legal Problems 
of the Franchisee’ 62-94 (1968). 
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nancing arrangements or leases.°?’? In 
this regard, the Commission has re- 
ceived comments from franchisees, ** 
academics,**? and industry representa- 
tives *%° almost universally supportive 
of the need for inclusion of such a re- 
quire disclosure within the rule. For 
example, one franchisee discussed 
such covenants not to compete in some 
detail, noting in part that: 


These covenants not to compete are used 
by franchisors to coerce franchisees into 
‘doing what they are told.’ The franchisee 
may want to terminate the franchise be- 
cause he is not receiving the service prom- 
ised from the franchisor. With a covenant 
not to compete the franchisor coerces the 
franchisee ‘to go along’ and not leave the 
franchise program * * * . (T]he franchisee 


274 similar disclosure was required by 
§ 436.1(a)(27) of the first proposed rule, see 
Appendix B, and § 436.1(a)(20) of the re- 
vised proposed rule, see Appendix C. The 
need to required disclosure of such cov- 
enants not to compete, due both to their 
frequency within franchise agreements as 
well as the major restraint which they piace 
upon the franchisee’s right to engage in the 
same or similiar type of business after ter- 
mination, has clearly been recognized. See, 
e.g., Brown, ‘‘Franchising: Realities & Rem- 
edies” 46-47, 129-134 (1973); Rosenfield, Tr. 
280; and, Professor Urban B. Ozanne, R. II, 
3806. Also see generally H. Brown, id. at 
129-134; Comment, “Franchise Tie-Ins and 
Antitrust: A Critical Analysis’’ 1973 Wisc. L. 
Rev. 847, 859 n. 84; and ‘“‘Annotation, Valid- 
ity and Construction of Restrictive Cov- 
enants not to Compete Ancillary to Fran- 
chise Agreement,” 50 A. L. R. 3d 746. See 
also the discussion with reference to Note 1 
of the rule, infra. 

3°5 See, e.g., Safer, R. IV, 1646; Williams, R. 
IV, 11; and Silverberg, R. IV, 1170-71. See 
also Coleman Rosenfield, R. IV, 149-150. 

*9See, e.g., Professor Urban B. Ozanne, 
Tr. 232-233, cited in the text, infra. See also 
Comment, ‘‘Franchise Tie-Ins and Antitrust: 
A Critical Analysis,” 1973 Wisc. L. Rev. 847, 

. 859. 

3°For example, the International Fran- 
chise Association labeled the disclosure of 
such covenants not to compete as a ‘“‘reason- 
ably clear and justifiable requirement.” R. 
III, 982. See also Homemakers’ Home & 
Health Care Services, R. ITI, 1106. In this 
respect, the disclosure defined by 
§ 436.1(a)(15)(xiv) requires only that a de- 
scription of the provisions of such covenant, 
or covenants, be included within the fran- 
chise prospectus. In response to critical in- 
dustry comment, it does not require that 
the franchisor also disclose the ‘effects’ of 
any such covenant as well. See Household 
Finance Corp., R. ITI, 102. Still other 
franchisors noted that they never required 
a franchisee to enter into such a covenant 
not to compete. See e.g., Gulf Oil Co., R. III, 
1062, and R. V, 1138; Standard Oil Co. of 
Ohio, R. V, 2577; and Sperry & Hutchinson 
Corp., R. V, 2275. While those franchisors 
which do require such restrictive covenants 
usually include them within the provision of 
the franchise agreement itself, the length 
and complexity of such agreements as well 
as the serious effects which such covenants 
can have on a franchisee’s conduct subse- 
quent to termination, compel disclosure of 
this information in the disclosure state- 
ment. 
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does not have the financial backing to buck 
the franchisor {regarding such covenants]. 
The franchisor makes him [the franchisee] 
very much aware of this.** 


It is clear that covenants not to com- 
pete can have a devastating impact on 
a terminated franchisee.** For exam- 
ple, a typical covenant provides that, 
regardless of the reasons for termina- 
tion, the franchisee will not engage in 
a competitive business within a speci- 
fied territory or for a _ prescribed 
period of time. In addition, such 
clauses usually operate in conjunction 
with a number of other covenants 
which act to further restrict the con- 
tractual rights of the franchisee.* 
The remarks of Professors Urban B. 
Ozanne’s indicate a particular need for 
the covenant not to compete disclo- 
sure required by the rule. As noted 
therein: 

More than 60 percent of our sample of 151 
franchise agreements contain such cov- 
enants. These clauses frequently state that 
after termination the franchisee will not 
compete in a restaurant or a food service op- 
eration (for example] as an owner or em- 
ployee within certain geographic limits for a 
specified number of years. A clause that ap- 
pears in a number of agreements provides 
that the franchisee will not engage in a sim- 
ilar business ‘within a radius of fifty (50) 
miles of any premises operated by the Com- 
pany or any of its licensees * * * .” (This 
same franchise agreement gives the franchi- 
see exclusive territorial protection in only a 
one mile radius of his unit) * * * . The pros- 
pective franchisee must be told of the exist- 
ence and implications of a covenant not to 
compete * * * .** 


331 Silverberg, R. IV, 1170-71. 


32 Comments contained in Professors 
Ozanne’s and Hunt’s study, ‘“‘The Economic 
Effects of Franchising”, R. II, 1340, are 
again most pertinent in this regard. There- 
in, they state the following: 

“An implemented covenant not to com- 
pete can have a catastrophic impact on the 
economic well-being of a franchisee and his 
family. At the very least he will not be able 
to practice his trade at his present location 
or within the immediate market area after 
termination. If the franchisee operated a 
turn-key unit that reverts to the franchisor 
because it is owned or leased by the latter, 
then the franchisee’s plight is less difficult. 
However, if the franchisee owns the proper- 
ty or holds the master lease, he may be 
forced to sell the business at a loss and per- 
haps his house as well and move his family 
to a new city to practice his trade. Worst of 
all, if he has been part of a large national 
system that specifies 50 mile protection 
from each unit, the franchisee may be effec- 
tively prevented from operating or working 
in a restaurant or focd service operation 
anywhere.” 

See also comments of Silverberg, R. IV, 
1170-71. A similar regulatory approach re- 
garding disclosure of such covenants not to 
compete is contained in par. (17)(N) of the 
Uniform Franchise Offering Circular in Ap- 
pendix A hereto. 

%33See generally H. Brown, Franchising: 
Realities & Remedies 46-47 (1973). 

334. II, 3896. Professor Ozanne continues, 
however, suggesting that even full disclo- 
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The Commission has fashioned the 
disclosures required by section 
436.1(a)(15)(xiv) of the rule in re- 
sponse to such comments pointing to 
the real and potential economic harm 
suffered by franchisees as a result of 
covenants of this type. 

In structuring the disclosure require- 
ments contained in section 436.1(a)(15) 
of the rule, the Commission has also 
expressly considered two additional re- 
lated issues. First, in response to in- 
dustry comment,* section 436.1(a)(21) 
of the rule permits an accurate but 
more complete explanation of the var- 
ious clauses and covenants required to 
be disclosed by section 436.1(a)(15).%¢ 
Second, as with other sections of the 
rule, the disclosures required by sec- 
tion 436.1(a)(15) make no assessment 
of the legality of such “franchisor ter- 
mination clauses” or covenants not to 
compete with respect to either the op- 
eration of the federal antitrust laws or 
related state regulatory statutes. **’ 

The Commission has adopted the re- 
quired disclosures set out in section 
436.1(a)(15) in recognition of the criti- 
cal importance of conditions under 
which the franchisee may operate the 
franchise business as well as those 
conditions under which the franchise 
business may be terminated. 

The Commission has concluded that 
the failure to disclose such material 
information, or the misrepresentation 
thereof, is therefore a deceptive and 
unfair trade practice in violation of 
section 5 of the Federal Trade Com- 
mission Act, 15 U.S.C. § 45, since it 1) 
may mislead the franchisee as to the 
basic terms and conditions of the fran- 
chise relationship and as to the scope 
of operation of the franchise business 
and 2) could readily result in economic 
injury to the franchisee because of his 
or her inability to rationally evaluate 


sure of such covenants may not be sufficient 
to protect the legitimate business interests 
of affecied franchisees. More specifically, 
he states that “ideally, franchisors should 
remove or substantially limit the extent of 
these obnoxious clauses.” Id. In this regard, 
Professors Ozanne and Hunt stress in their 
study of franchising at R. II, 1339-40 that: 

“CThe] disparity between territorial pro- 
tection for the franchisor and the franchi- 
see [such as in the example given supra in 
the text] is the rule rather than the excep- 
tion. Many contracts in our sample leave 
blank the territorial protection figures, but 
where both the exclusive territory radius 
and the covenant-not-to-compete radius are 
specified, the latter area is almost always 
many times larger than the former. More- 
over, frequently every unit in the franchise 
system is protected from competition from 
the terminated franchisee.” 

335 See, e.g., International Franchise Asso- 
ciation, R. V, 2078-80 and, Hertz System, 
Inc., Tr. 817-18. 

336 Such an explanation must be consistent 
with the requirements of § 436.1(a)(21) of 
the rule, however, discussed infra. 

37 This general issue is treated by Note 1 
of the rule, discussed infra. 
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these factors in making the decision of 
whether to enter into the franchise re- 
lationship. 

16. Number 
number of 
436.1(a)(16) 

Section 436.1(a)(16) of the rule re- 
quires disclosures as to the number of 
operating franchises and company- 
owned outlets of a franchisor, as well 
as the number of franchises which 
have been terminated, not renewed, or 
otherwise reacquired during the pre- 
ceding fiscal year.*** 

The disclosures included therein are 
intended to provide a _ prospective 
franchisee with basic information con- 
cerning the size of the franchisor and 
other data regarding the franchisor 


of franchises and 
terminations—Section 


338Section 436.1(a)(16) is the product of 
the Commission’s decision to reorganize and 
clarify such disclosure requirements, since 
they were within several separate provisions 
of the rule as earlier proposed. See 
§§ 436.1(a)(9), 436.1(a)(15), and 436.1(a)(20) 
of the first proposed rule, see App. B and 
§§436.1(a)(9) and (a)(16) (6) and (c) of the 
revised proposed rule, see app. C. In this re- 
spect, the Commission has not required the 
disclosure of ‘the number of franchisees, if 
any, that operated at a loss during the pre- 
vious year,” or disclosure providing the 
prospective franchisee with a right to in- 
spect the “profit and loss statements of all 
existing franchisees.”” These disclosures 
were required by §§ 436.1(a)(10) and (a)(11) 
of the first proposed rule, respectively, and 
have been deleted. To make such a require- 
ment workable, all franchisors would have 
to obtain profit and loss statements from 
their franchisees. The public record clearly 
indicates, however, that franchisors cannot 
readily obtain such information from 
franchisees. See, e.g., Anthony R. Pierno, 
former Commissioner of Corporations, State 
of California, Tr. 681; and Archibald E. 
McKay, American Institute of Certified 
Public Accountants, Tr. 1670-1671. Numer- 
ous comments suggesting deletion of these 
sections for the above reasons were submit- 
ted on the record by both franchisees and 
franchisors. See, e.g., Arthur Amling, R. IV, 
522; Coca-Cola ‘Bottlers Assoc., R. IV, 1403- 
1404; John S. Olsen, R. IV, 1155; Richard 
Vaughn, R. IV, 1568; Sun Oil Co., R. III, 
409; United States Chamber of Commerce, 
R. ITI, 1085; Theodore Miller, Ramada Inns, 
Tr. 841; Jerrico, Inc., Tr. 1234; and, Chrysler 
Corp., R. III, 372. Several other franchisees 
stressed the advisability of deleting such 
provisions on the grounds that the disclo- 
sures therein entailed constituted an ‘“‘inva- 
sion of privacy.” See, e.g., Jones, R. IV, 1167; 
Keefe, R. IV, 1172; and, Arsenault, R. IV, 
1453-1455. The Commission has also not in- 
cluded a disclosure requirement which 
calied for a statement of “the number of 
{franchises] proposed to be sold,” as includ- 
ed within § 436.1(a)(9) of the first proposed 
rule, supra, since such information is specu- 
lative in nature and could be misleading and 
injurious to the franchisee if such projected 
sales did not occur. For negative comment 
as to the desirability of such a disclosure, 
see, e.g., Homemakers Home & Health Care 
Services, R. III, 1109; Empire State Petro- 
leum Association, R. III, 1173; Rode-way 
Inns of America, R. ITI, 1486; Mr. Quick, 
Inc., R. III, 1194; and, H & R Block, Tr. 712. 
But see Coleman Rosenfield at R. IV, 141. 
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and its franchisees. These data should 
provide a prospective franchisee with 
a more complete picture of the type of 
operation in which he or she is con- 
templating involvement, and at the 
same time serve to limit franchisor 
misrepresentations and nondisclosure 
as to renewal and termination poli- 
cies.**9 Supportive comments on the 
public record as to such disclosures 
were received from a variety of 
sources, including franchisees,*° indus- 
try representatives,**! academics, **? and 
state and local governmental offi- 
cials.*** 


. 


39Such information is critical to the 
franchisee in as much as it demonstrates 
the importance of recognition of the 
franchisor’s trademark, and is also critical 
with respect to franchisor terminations and 
refusals to renew. The materiality of such 
information is clearly evidenced by the dis- 
cussion of such problems as those relating 
to § 436.1(a)(15) of the rule supra. 

30See, e.g., George Clark, R. IV, 1351; 
Marvin Goodman, R. IV, 2111; Robert Shan- 
non, R. IV, 2523; Alexander Brown, R. IV, 
1432; Al Levin, R. IV, 1222; Robert H. Rhea, 
R. IV, 755; Philip B. Wilde, Jr., R. IV, 132; 
Gerald Grenert, R. IV, 1201; E. W. Hickson, 
R. IV, 101; Richard Cribbs, R. IV, 1476; 
John P. McCarthy, R. IV, 621; J. Paul Spec- 
tor, R. IV, 1535; Munson, R. VI, 1434; Smith, 
R. VI, 2354; Ray A. Miller, R. IV, 94; and, 
Robert M. Dias, Tr. 1458. See also National 
Association of Retired Teachers, R. V, 1194- 
5 


341 See, e.g., International Franchise Asso- 
ciation, R. III, 982, and R. V, 2078; and, 
Homemakers’ Home & Health Care Serv- 
ices, Inc., R. III, 1106. A significant majority 
of other industry representatives appeared 
to support the need for disclosures of this 
nature if certain revisions—which the Com- 
mission has presently adopted—were made 
to the proposed versions of the rule. See 
United States Chamber of Commerce, R. 
III, 1096; General Motors Corp., R. V, 2484; 
Metal Building Manufacturers Association, 
R. V, 2262; and, Standard Oil of California, 
R. V, 2407 (franchisors be permitted to 
briefly explain the reasons for termination 
or refusal to renew a franchise in each par- 
ticular case); and, International Franchise 
Association, R. III, 989; United States 
Chamber of Commerce, Tr. 622-623; House- 
hold Finance Corp. R. III, 101; Quality Inns, 
R. V, 2455; Southland Corp., R. V, 2576; In- 
ternational Telephone & Telegraph Corp., 
R. ITI, 219; Shakey’s Pizza, Inc., Tr. 186-187; 
and, Kentucky Fried Chicken, Tr. 531-532 
(the terms “representatve” and ‘similarly 
situated” franchisee should be clarified or 
deleted from the rule). 

342See, e.g., Professor Charles L. Vaughn, 
Tr. 1107; Professor Bruce J. Walker, Tr. 
1713; Professor Donald S. Chisum, R. II, 
3153; and Professor Urban B. Ozanne, Tr. 
230-231. Professor Vaughn, then Director of 
the Center for the Study of Franchise Dis- 
tribution, Boston College, considered what 
is present § 436.1(a)(16)(iii) to be ‘“‘one of the 
most important sections of the Rule.” Tr. 
1107. See also H. Brown, Franchising: Reali- 
ties & Remedies 41-47 (1973). 

343 See, e.g., Mett, Assistant Attorney Gen- 
eral, State of Wisconsin, Tr. 1646-1647; and 
see generally California Department of 
Corp., R. V, 1559, Office of the Attorney 
General, Commonwealth of Pennsylvania, 
R. II 3970. 


The disclosures required by sections 
436.1(a)(16)(i) and 436.1(a)(16)(ii) pro- 
vide the prospective franchisee with 
fundamental information as to the 
number of operating units of the 
franchisor.*** The number of such op- 
erating units varies considerably 
among different industries, as well as 
among individual franchisors within a 
particular industry.** Providing a 
prospective franchisee with an accu- 
rate statement of the number of units 
operated by his or her franchisor will 
convey information relating to the fi- 
nancial success of the particular fran- 
chise business since the franchisee’s 
ultimate success depends in large 
measure on public recognition of the 
franchisor’s name. In this way, a pros- 
pective franchisee will be better able 
to make informed business judgments 
as to the potential success of the fran- 
chise business while, at the same time, 
these disclosures will aid in limiting 
franchisor misrepresentation of such 
data.*** Further, in response to com- 
ments on the_ record,*” sections 


%44TIn order to make this type of-informa- 
tion more useful to a prospective franchise, 
§ 436.1(a)(16) requires separate disclosures 
as to the number of operating franchises 
and the number of operating company- 
owned outlets during the last fiscal year. 
Compare § 436.1(a)(9)(a@) of the revised pro- 
posed rule, see app. C, which did not so sep- 
arate the disclosures for each of these two 
types of business units. In this respect, see 
comments of Professor Charles L. Vaughn, 
Tr. 1103; Professor Bruce J. Walker, Tr. 
1711; and, Thomas H. Murphy, Publisher, 
Tr. 1608-1609, indicating that it is inappro- 
priate to refer to a company-owned unit as a 
“franchise unit’ as was done in § 436.1(a)(9) 
of the first proposed rule, see app. B. The 
present disclosures defined by 
§§ 436.1(a)(16)(i) and 436.1(a)(16)(ii) present 
no such language problem. ‘Further, suck 
separate disclosures are helpful to prospec 
tive franchisees in view of the fact that 
company-owned outlets are not franchise 
businesses owned by private franchisees 
See generally U. Ozanne and S. Hunt, The 
Economic Effects of Franchising, R. II 
1141-1143. 

34 For materials illustrating this varianc: 
in the number of operating units, compar 
the responses of franchisors to specificatio1 
No. 1 of the Commission’s questionnair 
sent pursuant to § 6(b) of the Federal Trad: 
Commission Act, 15 U.S.C. § 46(b). See e.g 
Big Boy Franchises, Inc., R. I, 167 (fast-foo: 
restaurant) (approximately 570 operatin 


“units); Johnny’s American Inn, Inc., R. 1 


4557 (motel) (21 operating units); Marti 
Sales American Laundry Machinery Indus 
tries, R. I, 1694, 1700 (dry cleaning store 
(3,000 operating units); Snelling & Snelling 
Inc., R. I, 4838 (personnel agency) (538 ope1 
ating units); and, Robo-Wash, Inc., R. - 
5270 (automated car wash) (1,313 operatin 
units). See also, U.S. Dept. of Commerce 
Franchising in the Economy, 1975-197 
(1976) at 31-33. 
%46See R. VI, 1753, for an example c 
franchisor mispresentation in this regard. 
347See, e.g., Manpower, Inc., R. V, 2612-: 
Professor Bruce J. Walker, Tr. 1711; an 
Metal Building Manufacturers Association 
R. V, 2261. See also H &-R Block, Inc., R. \ 
Footnotes continued on next pag 
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436.1(a)(16)(i) and 436.1 (a)(16)(ii) re- 
quire disclosure of such information 
only for the last fiscal year, thereby 
facilitating industry compliance with 
the rule.*** 

Closely related to sections 436.1(a) 
(16)Gi) and 436.1(a)(16)(ii) is the disclo- 
sure required by section 436.1(a) 
(16)Giii) of the rule, concerning ‘the 
names, addresses, and telephone num- 
bers of * * * the 10 franchise outlets 
of the named franchise business near- 
est the prospective franchisee’s in- 
tended location.” Both franchisees **9 
and industry representatives *° have 


Footnotes continued from last page 

632, and Machinery and Allied Products In- 
stitute, R. V, 2194 for similar comments 
with regard to present §§ 436.1(a)(16)(v) 
through 436.1(a)(16)(viii) of the rule. 

%8Limiting the disclosure period in 
§ 436.1(a)(16) to the franchisor’s “last fiscal 
year” greatly reduces the problem of updat- 
ing the disclosures required therein,. This 
limitation in § 436.1(a)(16) makes it consist- 
ent with § 436.1(a)(22) discussed infra. In so 
doing, the commission has responded to sev- 
eral comments which raise this issue of ‘‘up- 
dating.” See e.g., Professor Bruce J. Walker, 
Tr. 1711; Manpower, Inc., R. V, 2613; and In- 
ternational Franchise Association., R. V, 
2084. 

*9See, e.g., John S. Olsen, R. IV, 1156; 
Philip B. Wilde, Jr., R. IV, 132; Richard 
Cribbs, R. IV, 1476; E. W. Hickson, R. IV, 
1101; and Coleman R. Rosenfield, R. IV, 
146. In endorsing the disclosure required by 
present § 436.1(a)(16)(iii), H. Donald Smith 
stressed that such a requirement shouid 
avoid giving franchisors the opportunity to 
provide the franchisee with a ‘“‘select group” 
of other franchisees. R. IV, 1414. 

350 See, e.g., Quality Inns, Inc., R. V, 2455; 
Household Finance Corp., R. V, 2004-5; and, 
Southland Corp., R. V, 2757. Numerous 
other franchisors appear to support a disclo- 
sure requirement as to such “proximate 
franchises,” but have raised specific objec- 
tions, which appear to be clearly resolved in 
the format used by present § 436.1(a) 
(16)(iii). First, several franchisors complain 
that the individual nature of such a disclo- 
sure as to specific prospective franchisees 
causes a problem of “updating,” and that 
such proximate franchisees as a source of 
material information should be permitted to 
be included in an addendum to the fran- 
chise prospectus rather than being inter- 
leaved into the body of the disclosures (In- 
ternational Franchise Association, R. V, 
2085); or that such an ‘‘updating” problem 
can be remedied by allowing a franchisor 
merely to comply with the disclosures de- 
fined in present §436.1(a)(16)(i) and 
(a)(16)ii) (Household Finance Corp., R. V, 
2004-5); or, further, that such “updating” 
should be avoided by permitting a franchi- 
sor to “‘satisfy” the requirements of present 
§ 436.1(a)(16)(iii) by providing a prospective 
franchisee with all franchisees within his or 
her intended ‘sales district’? (Southland 
Corp., R. V, 2757). Since the disclosure re- 
quired by § 436.1(a)(16)(iii) may be complied 
with in an alternate manner as discussed in 
the text infra, such problems would appear 
to be clearly resolved. Further, in the event 
that a franchisor does not attempt to 
comply with § 436.1(a)(16)iii) through this 
“alternate” means, the record does not sup- 
port the suggestion that such a listing of 
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acknowledged the importance of iden- 
tifying proximate franchisees as a 
source of materia] information regard- 
ing the operation of a specific fran- 
chise business.**! In this regard, sec- 
tion 436.1(a)(20) of the first proposed 
rule had required such a disclosure as 
to. “at least 10 representative operat- 
ing franchisees.” Critical comments as 
to both the terms “representative” 
and “similarly situated” 2 as used in 
the first proposed rule, have led the 
Commission to require disclosure of 
other operating franchise outlets on 
the basis of their geographical proxim- 
ity to the prospective franchisee’s in- 
tended location. The present format of 
section 436.1(a)(16 (iii) permits 
franchisor compliance without undue 
burden. The rule provides for alterna- 


proximate franchisees is unduly burden- 
some. A second criticism leveled at present 
§ 436.1(a)(16)(iii) ~is raised by General 
Motors Corp., R. V, 2483, which finds the 
term ‘nearest’ to be ambiguous. This 
matter is simply clarified by noting that the 
Commission has intended the term to indi- 
cate those franchise units closest geographi- 
cally to the prospective franchisee’s location 
in terms of the ‘‘normal driving distance’”’ by 
automobile. Finally, a third group of 
franchisors had raised objection to use of 
the terms “representative” and ‘similarly 
situated” franchisees, terms which have 
been deleted from the rule. See the discus- 
sion in the text, infra. 

%1As noted in comments submitted by 
Houshold Finance Corp., R. V, 2005, 
“* * * The purpose underlying the disclo- 
sure of this data is to enable a prospective 
franchisee to discuss with current ‘system’ 
members the nature of the business.” As 
this is the intended purpose of this provi- 
sion of the rule, compliance is obviously not 
precluded where an affected franchisor has 
less than 10 operating franchise outlets. In 
such a situation, disclosure of all such fran- 
chises would satisfy the requirements of 
§ 436.1(a)(16)(iii). Compare International 
Franchising Association, R. V, 2079-80, with 
comments submitted by Daniel Foster, R. V, 
526. In the interest of shaping such a disclo- 
sure so as to only cover material informa- 
tion, however, the disclosures defined by 
§ 426.1(a)(16)(i) and (a)(16)<ii) are to be lim- 
ited to the “product or service line’ in 
which a prospective franchisee is to be in- 
volved (or in which a franchisee is presently 
involved). See generally comments submit- 
ted by General Motors Corp., R. V, 2480, 
2484. 

32Comments were numerous in pointing 
to the vague nature of such terms. More 
specifically, industry representatives in par- 
ticular stressed the difficulty in their accu- 
rately defining such terms in order to 
comply with the rule. See, e.g., Internation- 
al Franchise Association, R. III, 989; United 
States Chamber of Commerce, Tr. 622-623; 
Household Finance Corp., R. ITI, 101, Inter- 
national Telephone and Telegraph Corp., R. 
III, 219; Sheraton Inns, Inc., R. ITI, 135-138; 
Shakey’s Pizza, Inc., Tr. 186-187; and, Ken- 
tucky Fried Chicken, Tr. 531-532. In delet- 
ing such terms from the rule, the Commis- 
sion has taken account of such critical com- 
ments, and at the same time, developed a 
more effective disclosure requirement in 
this regard. 
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tive means of compliance. Specifically, 
a franchisor may include a statement 
disclosing the described information as 
to all franchisees, or, in the alterna- 
tive, the franchisor may provide such 
information for all franchisees located 
within the state in which the prospec- 
tive franchisee lives or is to be located 
as long as the franchisor has more 
than 10 such franchisees.** Further, 
where the number of such franchisees 
required to be so disclosed exceeds 50, 
provision is made in the rule for incor- 
poration of such information in a sep- 
arate document.*** 

The disclosures defined by section 
436.1(a)(16)(iv) through (16)(viii) have 
also been adopted with the intent of 
providing a prospective franchisee 
with additional material information 
as to the operation of the franchise 
business in question.** The provisions 
relate closely to the disclosures as to 
renewal, sale, or termination of the 
franchise as required by section 
436.1(a)(15) of the rule. The Commis- 
sion believes that the combined oper- 
ation of these two sections of the rule 
should provide a prospective franchi- 
see with a more accurate view of the 
type of business operation in which he 
or she is contemplating personal in- 
volvement.** To the same end, the 
Commission believes that disclosures 
such as those set out in section 
436.1(a)(16)Civ) through section 


436.1(a)(16)(viii) should aid in limiting 


%3Such a statement is an available alter- 
nate means of compliance with 
§ 436.1(a)(16)(iii) only where the franchisor 
has more than 10 franchises,:-as opposed to 
company-owned outiets. A suggestion for 
such an alternate means of compliance with 
this provision of the rule in the case of 
franchisors which have numerous fran- 
chises was advanced in comments submitted 
by Quality Inns, Inc., R. V, 2455. A similar 
provision is found in the Uniform Franchise 
Offering Circular. 

%4So as to insure that the prospective 
franchisee is aware of such a document, a 
franchisor preparing this type of statement 
must deliver it to the prospective franchisee 
with the prospectus. Further, the existence 
of such a separate document must be ex- 
pressly indicated in the disclosure state- 
ment. See in this regard, the discussion with 
reference to §§ 436.1(a)(21) and 436.2(g) of 
the rule, infra. 

335 The materiality of the information re- 
quired to be disclosed by these provisions of 
the rule is referenced in some detail in the 
discussion relating to § 436.1(a)(15) of the 
rule, supra. 

3%6In first providing a prospective franchi- 
see with information as to the conditions 
under which the franchise may be refused 
renewal, repurchased, or terminated, and 
then presenting the number of such 
franchisor’s refusals to renew, repurchase 
and terminations during the preceding fiscal 
year, the franchise prospectus should aid 
the prospective franchisee in making in- 
formed business judgments by permitting 
him to compare offerings and decide wheth- 
er to enter into a particular franchise rela- 
tionship. 
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franchisor misrepresentation or non- 
disclosure, as to ‘renewal and termina- 
tion” data, while exacting a minimum 
burden with respect to industry com- 
pliance.*7 

These disclosures represent a refine- 
ment in the language of earlier pro- 
posed versions of the rule.*** Section 
436.1(aX(16)Xiv) of the rule requires 
disclosure as to “the number of fran- 
chises voluntarily terminated or not 
renewed” during the preceding fiscal 
year,**? while section 436.1(a)(16)(v) re- 
quires information as to franchises 
reacquired by purchase upon the con- 
clusion of the term of the franchise 
agreement by the franchisor.*® Sec- 
tion 436.1(a)(16)(vi) requires this dis- 
closure as to franehises ‘otherwise 
reacquired”’ by the franchisor, such as 
“reacquisition” resulting from the 
bankruptcy of the franchisee or ‘“‘re- 
version” triggered by the death or in- 
capacity of the franchisee.**' As to the 


37See note 351, supra, and the discussion 
in the text, infra. 

s8Two examples of such clarifications 
within present § 436.1(a)(16iv) through 
§ 436.1(a)(16)(viii) include limitation of the 
disclosure period to the preceding fiscal, 
rather than calendar, year, and a substan- 
tially more workable disclosure mechanism 
in the “general categorization” section of 
the rule, discussed in the text infra. Com- 
pare para. (a)(16)(6) of the revised proposed 
rule, Appendix C. 

%°Section 436.1(a)(16)(iv) is intended to 
work closely in conjunction with the disclo- 
sure requirements of § 436.1(a)(15)ii) of the 
rule as to “voluntary termination.” As de- 
rived from para. (a)(16)(c) of the revised 
proposed rule, see app. C, the term ‘“‘volun- 
tary termination” is intended to refer only 
to those situations in which a franchisee 
dispenses with his or her interest in a fran- 
chise, such as where a franchisee decides on 
his or her own accord to go into another 
line of business. It has been reported, for 
example, that “approximately 10 percent of 
all franchisees fail.’”’ Levy, “So You Want to 
Run a Franchise,”’ Dun’s Review, Jan. 1969, 
at 36-37. Due to the voluntary nature of 
such termination of the franchisee’s inter- 
est in the franchise in question, no “general 
categorization” of the reasons for such ter- 
mination need be provided by the franchi- 
sor. Compare the _ requirements. of 
§§ 436.1(a(16)(v) through 436.1(a)(16)(viii), 
as discussed in the text infra. 

3° The Commission has employed the 
term “‘reacquired” within § 436.1(a)(v) to in- 
dicate a voluntary sale of the franchise by 
the franchisee to the franchisor during the 
term of the franchise agreement. Compare 
the discussion with reference to 
§ 436.1(a)(15)(viii) of the rule, regarding 
franchisor rights of repurchase and, more 
specifically, rights of “first refusal,” supra. 
In this respect, § 436.1(a)(16)(iv) through 
§ 436.1(a)(16)(viii) have been basically de- 
rived from § 436.1(a)(16)(b) of the revised 
proposed rule, see Appendix C, as well as 
§ 436.1(a)(15) of the first proposed rule, see 
Appendix B. 

%'The examples provided herein with re- 
spect to situations to which § 436.1(a)(16)(vi) 
disclosure would be applicable are intended 
as illustrative, rather than limiting, with 
regard to the scope of that particular provi- 
sion of the rule. 
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franchise agreement and any related 
agreements between franchisee and 
franchisor, section 436.1(a)(16)(vii) re- 
quires such a disclosure as to the 
number of instances during the pre- 
ceeding fiscal year in which the 
franchisor has refused renewal of a 
franchise.*® Finally, section 436.1(a) 
(16)(viii) seeks to complete the “‘disclo- 
sure picture” as to franchisor termina- 
tions and refusals to renew by requir- 
ing that a franchisor provide data as 
to the number of franchisees that 
have been cancelled or terminated 
during the preceding fiscal year.*® 
Recognizing that the reasons for 
franchisor repurchase, refusal to 
renew, or termination of a franchise 
vary considerably from case to case, 
section 436.1(a)(16) also requires that 
a “general categorization” of such rea- 
sons be included within the franchise 
prospectus. The phrase ‘‘general cate- 
gorization” is employed herein to indi- 
cate that a franchisor need only. pro- 
vide 1) the number of franchises so 
reacquired, refused renewal, terminat- 
ed or cancelled with respect to the dis- 
closures required by section 
436.1(a)(16)(v) through section 
436.1(a)(16)(viili) and 2) the general 
reasons for such action. As noted pre- 
viously, the rule requires that all the 
requisite information be disclosed ‘“‘ac- 
curately.” Accordingly the ‘general 
categorization” must reasonably flow 
from the objective facts of the particu- 
lar action. In this regard, neither the 
name of the franchisee so terminated 
or refused renewal nor any other iden- 
tifying information as to individual 
franchisees need be included within 
such “general categorization.’*** This 
required ‘general categorization” of 
such franchisor actions, should inure 
to the benefit of both franchisee and 
franchisor, by providing the former 
with material information regarding 
the franchise relationship and by per- 


Such related agreements may include, 
for example, leases, purchasing agreements, 
or installment loan contracts made between 
the franchisee and the franchisor or an “af- 
filiated person.’ See the discussion relating 
to § 436.1(a)(15)(iii) of the rule in the text 
supra. 

368 This is a critical disclosure which com- 
plements the requirements of § 436.1(a) 
(15)(v) of the rule. See generally the discus- 
sion in the text, supra, and comments sub- 
mitted by Clark, R. IV, 1351; Goodman, R. 
IV, 2111; Shannon, R. IV, 2023; Levin, R. IV, 
1222; Wilde, Jr., R. IV, 132; Munson, R. VI, 
2365; and, Smith, R. VI, 1354, for comments 
supporting this provision. 

36 The “general categorization” format as 
to such franchisor actions during the pre- 
ceding fiscal year therefore avoids the possi- 
ble difficulties which a franchisor might 
meet with respect to “trade libel” or 
“franchisor disparagement”—problems 
raised by § 436.1(a)(16)(b) of the revised pro- 
posed rule, see appendix C—the predecessor 
section to this portion of present 
§ 436.1(a)(16). See e.g., comments submitted 
by Atlantic Richfield Co., R. V, 1996. 


mitting the latter to briefly describe 
the reasons for such actions. At the 
same time, section 436.1(a)(16) pro- 
vides for disclosure of such informa- 
tion in a manner far more workable 
than that previously proposed.*® 
Finally, in structuring the disclosure 
defined in section 436.1(a)(16), the 
Commission has examined related 
state legislation—such as the Uniform 
Franchise Offering Circular—and de- 
veloped a similar provision, promoting 
easier compliance with the rule.** 


36 In this regard, § 436.1(a)(15) of the first 
proposed rule, see appendix B, required dis- 
closure of the number of franchises which 
were terminated, refused to be renewed, or 
repurchased by the franchisor during “the 
past 12 months.” In response to this provi- 
sion, numerous franchisors commented that 
it was not objectionable so long as affected 
industry members were permitted an oppor- 
tunity to present explanatory data with re- 
spect to such actions. See, e.g., International 
Franchise Association, R. III, 983; Sears 
Roebuck & Co., Tr. 1733; Chamber of Com- 
merce of the United States, R. III, 1096; 
and, Hertz Systems, Inc., Tr. 817-18. Section 
436.1(a)(16)(6) of the revised proposed rule, 
see apppendix C, therefore provided for “‘{a] 
complete explanation” of ‘the number, 
stated for each category, of franchises 
which were terminated, renewal refused, re- 
purchased [by the franchisor] during the 
preceding calendar year.” This proposed 
provision resulted in severe criticism by in- 
dustry representatives on the grounds that 
such a “complete explanation” would be ter- 
ribly burdensome, imprecise, and a possible 
violation of the contractual rights of affect- 
ed franchisees. See e.g., General Motors 
Corp., R. V, 2484; Machinery and Allied 
Products Institute, R. V, 2194; Standard Oil 
of California, R. V, 2407; Cottman Trans- 
missions, Inc., R. V, 2261; Allis-Chalmers 
Corp., R. V, 2034; Coolidge, Wall, et. al., R. 
V, 531; Southland Corp., R. V, 2756-7; and, 
McDonalds Corp., R. V, 2461. A thorough 
examination of such comments has resulted 
in the adoption of the ‘“‘general categoriza- 
tion” requirement within § 436.1(a)(16) of 
the rule. The Commission strongly believes 
that this ‘general categorization” format 
for disclosure meets the needs of franchi- 
sors to discuss the reasons for their actions 
as to repurchases, refusals to renew, and 
terminations and cancellations of fran- 
chises, while providing propective franchi- 
sees with material information regarding 
the franchise relationship. Further, the 
Commission believes that such a format is 
not susceptible to the burdensome and im- 
precise application of the ‘“‘complete expla- 
nation” terminology employed’ within 
§ 436.1(a)(16)(b) of the revised proposed 
rule, supra. 

366 See para. (20) of the Uniform Franchise 
Offering Circular, in Appendix A hereto. 
The requirements of §436.1(a)(16) are 
slightly narrower than the comparable pro- 
visions of the UFOC. In this regard, the In- 
ternational Franchise Association has com- 
mented that the use of the term ‘“substan- 
tially similar” franchises in para. (20) of the 
Offering Circular “is more relevant” than 
the language employed within § 436.1(a)(16) 
of the rule, R. V, 2096. As noted previously, 
the great bulk of public record comments 
express a precisely contrary view, however, 
in criticizing the related terms “representa- 

Footnotes continued on next page 
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The disclosures required by section 
436.1(a)(16) of the rule will inform 
prospective franchisees of the number 
of franchise outlets in operation 
during the previous fiscal year and the 
number of such outlets which were 
terminated or failed to be renewed 
during that period. This information 
will materially assist prospective 
franchisees to assess their chances of 
success on the basis of the success and 
failure rate of active franchisees. Fur- 
ther, this provision of the rule also re- 
quires that prospective franchisees be 
provided with the names and address- 
es of similarly situated franchisees 
who are presently in operation. This 
information will provide prospective 
franchisees with a means to (a) ascer- 
tain the problems confronting franchi- 
sees operating under conditions simi- 
lar to those under which the prospec- 
tive franchisees would be operating, 
and (b) verify the representations 
made by the franchisor concerning the 
franchise.**7 The failure to disclose 
such material information, or the mis- 
representation thereof, is an unfair 
and deceptive trade practice in viola- 
tion of section 5 of the Federal Trade 
Commission Act, 15 U.S.C. § 45 be- 
cause 1) it may mislead the prospec- 
tive franchisee as to the actual prac- 
tices of the franchisor with respect to 
existing franchised outlets, and (2) it 
could readily result in economic injury 
because of the franchisee’s inability to 
rationally evaluate the franchisor’s 
actual practices in making the decision 
whether to enter into the franchise re- 
lationship. 

17. Site selection—Section 436.1(a) 
(17). Another critical aspect of the 
franchise relationship is the selection 
of a site ** for the proposed franchise 


Footnotes continued from last page 

tive” and ‘similarly situated” franchisees, 
as included with § 436.1(a)(20) of the first 
proposed rule, see Appendix B. The Com- 
mission believes that the “substantially sim- 
ilar’ terminology is equally susceptible to 
imprecise application and would be some- 
what burdensome as well, with respect to in- 
dustry compliance with the rule. 

%s7The record is replete with franchisor 
advertising and other promotional materials 
which misrepresent size, business experi- 
ence, and financial stability of the franchi- 
sor. See, e.g., Lefkowitz Remarks, R. II, 551- 
553, 561-563, and the discussion supra. See 
also H. Brown, Franchising: Realities & 
Remedies, 41-47 (1973). The disclosures re- 
quired by § 436.1(a)(16) of the rule should 
greatly serve to remedy such misrepresenta- 
tions. 

368 As employed within the rule, the term 
“site selection” refers to the franchisor’s se- 
lection or approval of a site for the pro- 
posed franchise outlet. Further, the disclo- 
sures required by § 436.1(a)(17) of the rule 
as to such franchisor involvement in site se- 
lection are intended to apply to such con- 
duct regardless of whether the franchisor is 
bound in this regard by any related fran- 
chise agreement, so long as the franchisor 
maintains this type of control. See paras. 
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outlet.°° As a_ result, section 
436.1(a)(17) of the rule provides for 
disclosure of such site-selection activi- 
ties on the part of the franchisor.°” 
Comments from franchisees,*”! aca- 


(11) (A), (B), and (E) of the Uniform Fran- 
chise Offering Circular, appendix A hereto, 
for an example of a similar regulatory 
scheme regarding site selection activities by 
the franchisor. In this respect, disclosures 
defined within § 436.1(a)(17) are therefore 
applicable whenever a frachisor intends to 
engage in such conduct subsequent to the 
signing of the franchise agreement. At the 
same time, however, the Commission ac- 
knowledges that a relatively small number 
of franchisors commented that no such site 
selection activity is involved in their busi- 
ness operations, since the prospective 
franchisee is charged with the sole responsi- 
bility of selecting a location for his operat- 
ing outlet. See Manpower, R. V, 2619; 
Sperry & Hutchinson, R. V, 2274; Collins, 
Holiday Inns, Inc., Tr. 1293; Staves, Kamp- 
grounds of America, Tr. 1572, and R. II, 228; 
Ellis, Kentucky Fried Chicken, Tr. 527; 
Standard Oil of Ohio, R. V, 2576; Gulf Oil 
Co., R. V, 1137; and General Motors Corp., 
R. V, 2484. In such instances, of course, they 
need only so state. Franchisors such as Holi- 
day Inns, Inc., and General Motors Corp. 
apparently require approval of a site select- 
ed by the franchisee prior to the execution 
of the franchise agreement, while other 
franchisors such as Kampgrounds of Amer- 
ica sell franchises without reference to any 
particular site. In contrast, the vast major- 
ity of franchisors do play some role in site 
selection for proposed franchises and to 
these franchisors the disclosures required 
by § 436.1(a)(17) of the rule are applicable. 

369 Site selection plays a major role in the 
franchise relationship since delay in site se- 
lection may result in substantial economic 
harm to the franchisee who has made the 
investment but has no location at which to 
begin operation. A number of textual mate- 
rials in the area of franchising law have em- 
phasized the importance of site selection as 
a basic factor within the franchising rela- 
tionship. See, e.g., C. Rosenfield, The Law 
of Franchising 255 (1970); and cf., H. Brown, 
Franchising: Realities & Remedies 173. 

3In the interest of providing for a man- 
ageable disclosure as to site selection infor- 
mation, § 436.1(a)(17) is limited in its appli- 
cation to site selection activities engaged in 
by the franchisor. To clarify the intent of 
the rule in this regard, the phrase ‘“‘by the 
franchisor” has been added to § 436.1(a)(17) 
of the rule as has the phrase “or the ap- 
proval thereof.” See International Fran- 
chise Association, R. II, 1000, and R. V, 
2079, and, Kentucky Fried Chicken, R. V, 
2173, for comments on the public record 
which suggest such a limitation, and com- 
pare § 436.1(a)(17) of the revised proposed 
rule, (Appendix C) for an earlier approach 
to site selection disclosures. While the re- 
quired disclosure is to be broadly construed 
regarding such franchisor involvement in 
site selection, § 436.1(a)(17) is not “intended 
to include simple location clauses (by city) 
in license agreements whereby the actual 
street location, facility size, etc., is primarily 
within the discretion of the franchisee and 
there is no lease agreement running be- 
tween franchisor and franchisee.” See Man- 
power, R. V, 2619. 

371 See, e.g., Philip B. Wilde, Jr., R. IV, 132; 
E. W. Hickson, R. IV, 101; J. Paul Spector, 
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demics,*”? and various State and local 
regulatory officials,*"* were in the 
main strongly in favor of the need for 
such a “site selection” disclosure. Al- 
though some industry representatives 
were critical of the ‘“‘site selection” 
provisions within the earlier two ver- 
sions of the rule,*” section 436.1(a)(17) 


R. IV, 1536; Mario Estevez, R. IV, 119; John 
R. & Una Fay Bowen, R. IV, 69; J. David 
Lifsey, R. IV, 67; Charles E. West, R. IV, 37; 
Gerald Evans, R. IV, 115; Jack C. Roberts, 
R. IV, 110; Paul Whitley, R. IV, 1442; Al 
Levin, R. IV, 1223; William F. McGaughey, 
R. IV, 1616; and, Solomon Safer, R. IV, 1645. 
The comments of Messrs. Wilde through 
West inclusive, cited supra, were in response 
to § 436.1(a)(23) of the first proposed rule 
(Appendix B), a provision which has been 
deleted from the present rule but which in- 
volved disclosure of franchisor site selection 
activity. The comments of Messrs. Whitley 
through Safer inclusive, cited supra, were in 
response to § 436.1(a)(24) of the first pro- 
posed rule, (Appendix B), a provision from 
which present § 436.1(a)(17)(i) and 
§ 436.1(a)(17)(ii) have been largely derived. 
Examination of the public record reveals 
virtual unanimity as respects franchisee 
support for such required site selection dis- 
closures. 

372 See, e.g., Professor Urban B. Ozanne, R. 
II, 3895B; and Professor Shelby D. Hunt, R. 
II, 1187-91, and Tr. 214-15. See also Profes- 
sors Ozanne and Hunt at R. II, 1186, 1262; 
and Coleman R. Rosenfield, R. IV, 148. 

33See Lefkowitz Remarks, R. Il, 566; and 
Wunder, Securities Commissioner for [lli- 
nois, R. V, 1204. Attorney General 
Lefkowitz of the State of New York in a 
report included within the Williams Hear- 
ings summarized another area “‘where the 
lack of full and fair disclosure has led to fla- 
grant abuses” in franchising as follows: 
“The sale of a substantial number of fran- 
chises without having sites available for the 
franchisee where sale depends materially 
upon location; but to the franchising com- 
pany [the franchisor], this factor is of sec- 
ondary importance.” R. II, 566. Specific 
franchisee complaints as to ‘excessive 
delay” in site selection and the serious fi- 
nancial hardships suffered as a result of 
such franchisor conduct are contained 
within the record. See, e.g., Paul Whitley, 
R. IV, 1442; Jack C. Roberts, R. IV, 110; and 
Gerald Evans, R. IV, 115. 

374 See, e.g., Rosenthal, Jerrico’s, Inc., Tr. 
1236; Rawls, Hardee’s Food System, Tr. 757; 
Coolidge, Wall, Matusoff, R. III, 1127, and 
R. V, 531; Household Finance Corp., R. ITI, 
102; Collins, Holiday Inns, Inc., Tr. 1293; 
American Oil Co., R. III, 1041; Marathon 
Oil Co., R. III, 954-55; and Automotive 
Parts & Accessories Association, R. V, 635, 
for comments critical of the need for a dis- 
closure relating to franchisor involvement 
in site selection. Contrary to such sugges- 
tions, however, the public record would 
appear to clearly indicate that such a 
franchisor site selection disclosure is materi- 
al information as regards the prospective 
franchisee and in addition may be made in a 
workable manner without undue expense to 
franchisors. Also compare Cunningham, 
Shakey’s Inc., Tr. 188; U.S. Chamber of 
Commerce, Tr. 623; and, Thomas Murphy, 
Tr. 1615, for favorable industry comment on 
the need for a site selection disclosure of 
the type required by present § 436.i(a)(17) 
of the rule. 
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as presently drafted is supported by 
the public record.*” 

In this regard, section 436.1(a)(17)i) 
of the rule requires a franchisor in- 
volved in site selection to include 
within the disclosure statement “a 
statement disclosing the range of time 
that has elapsed between the signing 
of the franchise agreements or other 
agreements relating to the franchise 
and site selection, for agreements en- 
tered into during the preceding fiscal 
year.”°7§ Paragraph (a)(17)(ii) of the 


375 Other industry comments critical of the 
site selection disclosure were not so much 
directed at the substance of this provision 
but rather focused on the particular format 
proposed in the rule. For example, several 
franchisors felt that the manner in which 
the Commission had drafted the site selec- 
tion disclosure would lead to problems of 
“updating” and duplication of franchisor 
effort. See, e.g., Ellis, Kentucky Fried 
Chicken, Tr. 529-30; Willsmann, Tr. 367; 
Household Finance Corp., R. III, 102; and 
cf., International Franchise Association, R. 
III, 1000, and R. V, 2079. The issue of ‘“‘up- 
dating’’ would appear to be resolved by 
§ 436.1(a)(17) of the rule, which limits the 
required disclosure as to franchisor involve- 
ment in site selection to the “preceding 
fiscal year.”” See comments submitted by the 
U.S. Chamber of Commerce, Tr. 623-4, sug- 
gesting that such a disclosure be limited to 
“{tlhe preceding calendar year. * * * ” See 
also § 436.1(a)(22) of the rule, discussed 
infra. Compare Cunningham, Shakey’s, Inc., 
Tr. 188, suggesting that proposed site selec- 
tion disclosures be made for a period encom- 
passing 3-years prior to the effective date of 
the required franchisor prospectus. In addi- 
tion, the public record does not support the 
view that inclusion of the site selection in- 
formation in the franchise agreement (or re- 
lated agreements) constitutes sufficient dis- 

“closure to prospective franchisees. As noted 
in previous discussion herein, the length 
and complexity characteristic of typical 
franchise agreements would appear to man- 
date clear and conspicuous disclosure of 
such material information. 

“76 As previously noted, the Commission re- 
ceived numerous comments suggesting an 
“appropriate” time framework for which 
such a “site selection’ disclosure should be 
applicable. In this regard, the first proposed 
rule, see Appendix B, in § 436.1(a)(24) there- 
of had employed the phrase “the average 
length of time between the signing of a 
franchise agreement and the opening of the 
franchisee’s outlet.” For comments critical 
of the “average length of time” terminol- 
ogy, see, e.g., Professor Shelby D. Hunt, Tr. 
214-15; Household Finance Corp., R. III, 
102; International Franchise Association, R. 
III, 1000; and, Collins, Holiday Inns, Inc., 
Tr. 1293. But also compare Chicken Unlimit- 
ed, R. V, 2439, suggesting that such an 
“average length of time” period is a helpful 
mechanism by which to reference the dis- 
closures required by § 436.i(aX17) of the 
rule. Considering such comments with 
regard to the rule, the Commission has at- 
tempted to define a workable site selection 
disclosure through use of the phrase “the 
range of time.” The “range of time” con- 
cept, as first included within the revised 
proposed rule (Appendix C) has also been 
the subject of critical commentary by some 
industry representatives. See Chicken Un- 
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rule then requires disclosure of a simi- 
lar statement “‘[i]f operating franchise 
outlets are to be provided by the 
franchisor.”*” Finally, section 
436.1(a)(17) permits a franchisor in- 
volved in site selection to provide the 
prospective franchisee with a “distri- 
bution chart” regarding such ranges of 
time. *7* 

Disclosures as to such franchisor in- 
volvement in site selection are clearly 
“material” to a prospective franchi- 
see’s decision on whether to enter into 
a franchise relationship. In this con- 
text, the public record contains a 
number of comments attesting to seri- 
ous financial hardships suffered by 
franchisees as a result of “excessive 
delay” in site selection and setting up 


limited, R. V, 2439; and Coolidge, Wall, Ma- 
tusoff, R. V, 531. However, several com- 
ments received by the Commission as to 
such “site selection” disclosures clearly sup- 
port the inclusion of a “range of time” con- 
cept within §§ 436.1(a)(17i) and (a)(17Xii) 
of the rule. See, e.g., International Fran- 
chise Association, R. III, 1001, for such a 
suggestion. See also comments cited at notes 
371, 372, and 373, supra for statements sup- 
portive of the concept behind such language 
although not referring to such terminology 
directly. The Commission believes that 
franchisors will more easily be able to pro- 
vide the required site selection information 
to prospective franchisees, than if the 
“average length of time” language em- 
ployed in the first proposed rule had been 
adopted. Compare para. (11)(F) of the Uni- 
form Franchise Offering Circular in Appen- 
dix A hereto, for a varied approach to that 
taken by the rule as to disclosure of franchi- 
sor site selection activities. 

37In addition to the clarifying language 
discussed above, the site selection informa- 
tion defined within § 436.1(a)(17) of the rule 
has been formally separated into three sub- 
paragraphs in order to allow for more sim- 
plified disclosure on the part of franchisors. 


*Subparagraph (ii) thereof requires a sepa- 


rate disclosure where the franchisor is not 
only in some way involved with site selec- 
tion but in addition intends to provide the 
franchisee with operating franchise outlets. 
The term “operating units,” as employed 
within § 436.1(a)(17) of the drevised pro- 
posed rule, see Appendix C, has been re- 
placed by the term “operating franchise 
outlets” for purposes of further clarification 
in this regard. 

378 As noted in the rule, a franchisor wish- 
ing to include a distribution chart must use 
“meaningful classifications” for the data 
therein presented. See in this regard Na- 
tional Dynamics Corp., Dkt. 8803, 82 FTC 
488 (1973), rev'd on scope of order, 492 F.2d 
1333 (2d Cir. 1974), mod. order issued June 
17, 1975. This option permitting franchisors 
to provide prospective franchisees with “‘dis- 
tribution charts” has been included by the 
Commission in direct response to comments 
on the public record. For example, the In- 
ternational Franchise Association was criti- 
cal of the site selection disclosures required 
by §436.1(a)(17) of the revised proposed 
rule in that “there is no provision for the 
franchisor to rebut what may otherwise be 
an adverse impression created in the mind 
of the prospective franchisee.” R. III, 1000, 
=e see also Coolidge, Wall, Matusoff, R. V, 

31. 


the operating franchise unit on the 
part of the franchisor.*”® The intent of 
section 436.1(a)(17) of the rule is 
therefore to provide the prospective 
franchisee with an accurate indication 
of the time period which may be ex- 
pected to elapse between the signing 
of the franchise agreement and site se- 
lection by the franchisor, or the estab- 
lishment of an operating franchise 
outlet. 

As noted by Professor Urban B. 
Ozanne: 


{Such disclosures] are aimed at assuring 
that the prospective franchisee is informed 
of the delays that can occur between con- 
tract signing and opening up _ business. 
These delays are often caused by the 
franchisor’s unwillingness to approve a site 
or by building problems. Our research gen- 
erated evidence that in some cases, these 


379See, e.g., Roberts, R. IV, 110 (“The 
delay in opening and the date actually 
promised is important. It created plenty of 
hardship to me since I quit my job 3 months 
before the shop [the franchise outlet] actu- 
ally opened. Perhaps added to this section 
would be a list indicating the time intervals 
between promised and opening for stores al- 
ready established.”); Gerald Evans, R. IV, 
115 (“This is certainly a very important sec- 
tion. In my instance, the time that the busi- 
ness was suppose [sic] to open, and the time 
it did were several months apart. This is a 
“substantial hardship on someone that is 
quitting a job.”); and, Whitley, R. IV, 1422 
({Such a disclosure] “would be helpful and 
in my case since I had to wait an excessive 
length of time not only for the merchandise 
to be delivered but for the company to set 
up their accounts which the representative 
stated he would do.) Such information 
therefore would have a substantial likeli- 
hood of influencing” prospective franchi- 
sees in making their investment decisions. 
See discussion of §436.2(n) of the rule, 
infra. In addition, other franchisees strong- 
ly suggested that the franchisor should be 
financially responsible for any economic 
hardship suffered as a result of “excessive 
delay” in site selection. See, e.g., Levin, R. 
IV, 1223; McGaughey, R. IV, 1616; and, 
Safer, R. IV, 1645. The Commission has not 
chosen to include a substantive provision 
within the rule which defines such a “maxi- 
mum limitation” on delay in opening, how- 
ever, since it believes the disclosures re- 
quired in § 436.1(a)(17) provide prospective 
franchisees with sufficient information as to 
franchisor involvement and performance in 
site selection. Further, since the “range of 
time” for site selection varies considerably 
among franchisors in different lines of busi- 
ness, as noted by several franchisors, at- 
tempts at formulating such a “maximum 
limitation” period would be inherently un- 
workable. See comments to this effect from 
the Internationa! Franchise Association, R. 
III, 1000; Coolidge, Wall, and Matusoff, R. 
V, 531; and, Chicken Unlimited, R. V, 2439. 
Nonetheless, the economic losses sustained 
by prospective franchisees as a result of un- 
warranted franchisor delay in site selection 
support the need for the basic site selection 
disclosures defined within § 436.1(a)(17) of 
the rule, as indicated by a review of perti- 
nent franchisee complaints on the public 
record. 
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delays can be a matter of several months or 
even years.°* 


This is not to state however that such 
delays do not occur because of prob- 
lems resulting from franchisee con- 
duct as well.**! Still, the public record 
supports the need for disclosure of 
such franchisor involvement in site se- 
lection, particularly in light of the im- 
portance to the prospective franchisee 
of being able to accurately gauge the 
time period before he or she will be 
commencing actual business  oper- 
ations. ** 

Paragraph (a)(17) has been adopted 
in recognition of the substantial finan- 
cial hardships faced by many franchi- 
sees when site selection or the opening 
of an outlet is delayed. Given this fact, 
information as to franchisor site-selec- 
tion activity would have a substantial 
likelihood of affecting the prospective 
franchisee in deciding whether to 
enter into a business relationship with 
that franchisor and is clearly material 
information. Failure to disclose such 
material information, or the misrepre- 
sentation thereof, is therefore a decep- 
tive and unfair trade practice in viola- 
tion of section 5 of the Federal Trade 
Commission Act, 15 U.S.C. § 45, since it 
(1) may mislead franchisees as to 
when operation of the franchise busi- 
ness is to begin, and (2) could readily 
_result in economic injury to franchi- 
sees because of a delay in the time 
when franchisees can begin recoupin 
their investment. : 

18. Training programs—Section 436.1 
(a)(18). An examination of materials 
submitted on the public record clearly 
indicates the essential role of adequate 
franchise training and supervision **° 


380, II, 3895B. 

381See, e.g., International Franchise Asso- 
ciation, R. III, 1000, (commenting that “‘the 
explanation (for delay in franchisor site se- 
lection] is quite likely to be the inability of 
the franchisee to satisfy his own commit- 
ments under the contract during the period 
of time in question.”) Such unwarranted 
delay on the part of franchisees, while most 
important, in no way affects the need for 
the site selection disclosures defined within 
§ 436.1(a)(17) of the rule, however, since the 
material fact involved in such disclosures 
concerns whether delay occurred in the site 
selection process rather than which party 
was responsible for such delay. This latter 


issue is distinct from the disclosures re-. 


quired by § 436.1(a)(17) of the rule, and may 
in any event be explained in a manner con- 
sistent with the requirements of 
§ 436.1(a)(21) of the rule. f 

382 Franchisor delay in selecting a site and/ 
or providing an “operating franchise outlet” 
for a prospective franchisee may well be due 
to factors outside the control of either 
party. However, disclosure of the “range of 
time” over which such site selection process- 
es have occurred for the preceding fiscal 
year will allow both franchisee and franchi- 
sor to better make informed business judg- 
ments in planning for their economic 
future. 

383 Franchisee training and supervision is 
in many instances an ongoing process which 
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in the establishment and operation of 
a successful franchise business. Relat- 
ed textual materials also emphasize 
the importance of franchisee training, 
one such source stating that ‘“‘[a]ll le- 
gitimate franchise operations offer 
such training.” *** As a result, the 
Commission has received numerous 
comments from franchisees,*® indus- 


takes place throughout the life of an oper- 
ating franchise outlet. See, e.g., William 
McAlpine, Tr. 1071; Thomas Murphy, Tr. 
1616; J. Paul Spector, R. IV, 1536-1537; 
Ellis, Kentucky Fried Chicken, Tr. 532-533; 
Warren Rosenthal, Jerrico, Inc., Tr. 1237; 
Success Motivation Institute, R. V, 639; 
General Motors Corp., R. V, 2485; and, 
Metal Building Manufacturers Association, 
R. V, 2261. In response to comments from 
franchisors referring to the “burdensome” 
nature of disclosing continuing franchisee 
training, however, the disclosures required 
by § 436.1(a)(18) of the rule have been limit- 
ed in their application to initial franchisee 


‘training programs. See, e.g., Cut & Curl, 


Inc., R. III, 290-291; Ellis, Kentucky Fried 
Chicken, Tr. 532-533. The reason for such a 
limitation in the rule is well stated in a com- 
ment from the Metal Building Manufactur- 
ers Association, R. V, 2261-2, which notes 
that: “It is common practice for manufac- 
turers to provide additional training at sem- 
inars, sales meetings, etc., over the extended 
period of time an average distributorship 
endures. However, it is doubtful that the 
presently unplanned program to be offered 
in future years accurately can be described, 
and any attempt to force such an advance 
description would merely lead to problems.” 

38R. Rosenberg & M. Bedell, Profits from 
Franchising 120 (1962). See also C. Rosen- 
field, The Law of Franchising 141-156 
(1970); C. Vaughn, Franchising 73-88 (1974); 
C. Vaughn & B. Slater (ed.), Franchising 
Today 56-65 (1965); and H. Brown, Fran- 
chising: Realities & Remedies 81 (1973). As 
noted in materials discussing franchise busi- 
ness opportunities, however, the amount of 
such initial franchisee training offered by 
franchisor varies considerably. See Fran- 
chise Opportunities Handbook (U.S. Depart- 
ment of Commerce, 1977). For example, ac- 
cording to this publication, Paperback 
Booksmith of Natick, Mass., provides 
franchisees with a “rigorous 4-week pre- 
Opening training program at company ex- 
pense,” while Audit Controls, Inc., of Fair 
Lawn, N.J., notes that ‘‘no [franchisee] 
training [is] required” although ‘‘detailed 
instructions are mailed to each franchisee.” 
Id., at pp. 31-32, 241. More importantly, 
franchisee complaints received by the Com- 
mission on the public record clearly indicate 
that such training is in certain circum- 
stances insufficient and, in addition, not ac- 
curately represented by franchisors. See, 
e.g., Jones, R. IV, 55; Geller, R. IV, 236; 
Clark, R. IV, 29; Hymel, R. VI, 375; Cranick, 
R. VI, 2554; and Robel, R. VI, 548. 

385 See, e.g., Campbell, R. IV, 453; Estevez, 
R. IV, 119; Grenert, R. IV, 1212; Hickson, R. 
IV, 101; Peck, R. IV, 1485; Wilde, R. IV, 132; 
Olsen, R. IV, 1156; Reta, R. IV, 755; McAl- 
pine, Tr. 1071; Spector, R. IV, 1536-1537. 
The majority of these comments were made 
in response to § 436.1(a)(25) and 
§ 436.1(a)(26) of the first proposed rule. As 
noted in the text infra these paragraphs 
have been consolidated and significantly re- 
fined in § 436.1(a)(18) of the rule. 
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try representatives,*** State and local 
regulatory officials,**7 and academ- 
ics **8 supportive of the need for a re- 
quired disclosure as to such training 
programs. While several industry rep- 
resentatives were critical of certain as- 
pects of the ‘training programs”’ dis- 
closure as it appeared in earlier ver- 
sions of the rule, franchisors were 
almost unanimous in taking a position 
that such information should be ex- 
plicitly disclosed to prospective 
franchisees. **° 

In an effort to attest to the effec- 
tiveness and depth of their particular 
training programs, several franchisors 
furnished the Commission with bro- 
chures and other promotional materi- 
als discussing such programs.** De- 


386 See, e.g., International Franchise Asso- 
ciation, R. III, 1000; Household Finance 
Corp., R. II, 102; Southland Corp., R. III, 
477; Success Motivation Institute, Inc., R. V, 
639. The public record contains only a few 
comments from franchisors who believe 
that “no rule on training is necessary.” Gulf 
Oil Co., R. III, 1062. See also Sperry & 
Hutchinson, R. V, 2274: and Standard Oil of 
Ohio, R. V, 2398 and compare with Thomas 
Murphy, Tr. 616, a trade publication pub- 
lisher who finds the “training programs” 
disclosure to be “one of the most important 
segments of the rule * * * and * * * the one 
most abused by the franchising system in 
general.” 

387See, e.g., Lefkowitz Remarks at R. II, 
565, where it is noted that: ‘Franchisees 
have received rosy financial projections only 
to discover that all they were buying was a 
16-hour day in an untried package without 
adequate training and guidance. The train- 
ing program of one franchise company con- 
sisted only of series of eight one-page let- 
ters. In other cases, training was conducted 
by persons with little or no background in 
the subject matter notwithstanding broad 
promises to the franchisee of training by ex- 
perts. (emphasis added) 

3%8See, e.g., Bruce J. Walker, Assistant 
Professor of Business Administration, Uni- 
versity of Kentucky, Tr. 1713-1714; and Pro- 
fessors Ozanne and Hunt, R. II, 1193, and 
1267-1269. See also Coleman R. Rosenfield, 
R. IV, 148. 

39Examples of such industry comments 
include those of the International Franchise 
Association, R. III, 1060; Househoid Finance 
Corp., R. III, 102; Chamber of Commerce of 
the United States, R. III, 1098; Coolidge, 
Wall, et al., R. III, 1128; and Southland Co., 
R. Il, 477. These particluar comments were 
in large part directed at § 436.1(a)(26) of the 
first proposed rule, see Appendix B. For in- 
dustry comments of a similar nature as to 
the revised proposed rule (Appendix C) see, 
e.g., Management Recruiters International, 
R. V, 2951; Metal Building Manufacturers 
Association, R. V, 2261-2; and, Success Moti- 
vation Institute, Inc., R. V, 639. As detailed 
below, numerous other industry comments 
made in response to earlier versions of the 
rule focus on specific provisions which have 
been deleted or redrafted in § 436.1(a)(18) of 
the rule. Such comments did not voice any 
general opposition to the need of a fran- 
chise “training programs” disclosure, how- 
ever. 

399 See, e.g., Red Barn, R. I, 5092, 5095; 
Johnny’s American Inn, Inc., R. I, 4597; 
Tambellini’s Dine & Out, R. I, 4342; Coffee 
Supply Co., R. I, 4343. 
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spite the apparent sufficiency of cer- 
tain of these programs, however, the 
public record is replete with franchi- 
see Complaints describing economic 
hardships suffered as a result of inad- 
equate or improper training.*"' Section 
436.1(a)(18) of the rule therefore re- 
quires disclosure as to initial training 
programs provided by a franchisor.*” 
Given the specific clarification 
which has been included within the 
rule, the Commission believes that the 
information required by _ section 
436.1(a})(18) may be disclosed by a 
franchisor in a workable manner.*®” At 


%* Such franchisee complaints are dis- 
cussed in Ch. III hereof supra. As noted 
there, one franchisee reported that “the 
hour and half training period [he received 
from the franchisor] was practically worth- 
less,” Clark, R. IV, 55 and added that the 
franchisor had represented the training per- 
sonnel to be “competent” and ‘“experi- 
enced” where “in fact, to the very limited 
extent to which such instructional service 
was provided, the instruction personnel 
were lacking in the competency and experi- 
ence to be of any service to our business.” 
Clark, R. IV, 29 (emphasis added). Other 
such franchisee complaints as to the type 
and nature of training provided include 
Cranick, R. VI, 2554; Robel, R. VI, 548; 
Geller, R. VI, 236. 

32 In requiring such disclosure, 
§ 436.1(a)(18) is in several respects similar to 
paras. 11 (A), (B), and (G), of the Uniform 
Franchise Offering Circular in Appendix A 
hereto. As in paras. (11) (A) and (B) thereof, 
the rule is intended to require disclosure re- 
garding franchisee training programs, 
whether or not such programs are included 
within the franchise agreement. An exami- 
nation of the provisions in paras. (11KG) 
(3), (5), and (6) of the circular, clearly re- 
veals it to be broader in scope than 
§ 436.1(a)(18) of the rule, however. 

%*%3 For example, § 436.1(a)(18) of the rule 
does not define the required “training pro- 
grams” disclosure in terms of the “average 
length” of service of franchisor affiliated 
personnel or the “average number of hours 
such: personnel spent during the past year 
with each franchisee that was in business 
for less than 1 year.” This “average length 
of service” terminology had been employed 
in § 436.1(a)(25) of the first proposed rule, 
see Appendix B, and was the subject of 
rather severe franchisor criticism. Franchi- 
sors pointed out that such “average length” 
requirements were unrealistic in terms of 
franchisor recordkeeping practices and 
rapid turnover of training personnel. See, 
e.g., Carney, Pizza Hut, Tr. 910-911; Ro- 
senthal, Jerrico, Inc., Tr. 1237; Collins, Holi- 
day Inns, Tr. 1293; Household Finance 
Corp., R. Ill, 102; Kampgrounds of America, 
Inc., R. II, 230; P. A. & S. Small Co., R. IT, 
281; Quik Stop Markets, Inc., R. III, 1276; 
Leonard Rawls, Jr., Hardee’s Food System, 
Tr. 757; Noe, Mr. Quick, Inc., Tr 781; Jones, 
IGA, Tr. 966; Marsh, Duraciean, Inc., Tr. 
1144; Ellis, Kentucky Fried Chicken, Tr. 
532-533; and International Franchise Asso- 
ciation, R. III, 1000. Similarly, an attorney, 
knowledgeable about franchising, while 
finding such requirements “laudable,” criti- 
cized them as “[nJot always practical.” See 
Rosenfield, Tr. 279. Recognizing the poten- 
tially burdensome and vague nature of such 
disclosures, the Commission has therefore 
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the outset, section 436.1(a)(18) re- 
quires that the franchisor disclose 
“the type and nature of such train- 
ing.” Such a requirement provides 
prospective franchisees, most of whom 
have had little or no experience at 
running a business, with material facts 
as to the training they will receive if 
they enter into the franchise relation- 
ship. Such training is the principal 
and perhaps sole source of expertise 
available to the prospective franchisee 
with regard to how to manage and op- 
erate the franchise business. The pro- 
vision requires franchisors to describe 
the general content of such initial 
training programs without compelling 
the production of voluminous materi- 
als illustrating every specific facet of 
franchisee training.** Section 436.1 
(aX18)ii) reauires the disclosure as to 
minimum amount, if any, of training 
that will be provided to a franchisee. 
Franchisors should reasonably be able 
to provide the prospective franchisee 
with such data without having to face 
the difficulties posed by a requirement 
calling for “the number of hours or 
days of instruction” in a particular 
training program.** Finally, section 
436.1(a)(18)(iii) requires the disclosure 
of the cost of such franchise training 
programs which the franchisee will be 


deleted these “average length’’ require- 
ments in refining § 436.1(a)(18) of the rule. 
™By deleting the word “specific” from 
§ 436.1(a)(18) of the revised proposed rule, 
and formulating a separately required dis- 
closure in § 436.1(a)(18)i) of the present 
rule, the Commission has acted in response 
to comments on the public record. See, e.g., 
Management Recruiters International, R. V, 
2261; General Motors Corp., R. V, 2485; and, 
Success Motivation Institute, R. V, 639 (“If 
we simply wanted to set up a training school 
with a fixed program and to turn out dis- 
tributors without regard to their individual 


- experience, progress, and ability, we could 


comply with the ‘specific’ training disclo- 
sures.”) Recognizing that the “specific” 
type and nature of initial franchisee train- 
ing may be difficult to describe for each 
prospective franchisee, § 436.1(a18)i) of 
the rule requires a franchisor to describe 
“the type and nature of such training.” 
While a general description of initial 
franchisee training programs will therefore 
satisfy this provision of the rule, it must in- 
clude all material elements of such training. 
See also Spector, R. IV, 1536-1537. 

%%In contrast to the disclosure defined in 
§ 436.1(a)(18)(ii) of the rule, § 436.1(a)(18) of 
the revised proposed rule, see Appendix C, 
had required disclosure of “the number of 
hours or days of instruction.” Comment 
from franchisors .regarding this provision 
and _a similar provision included within 
§ 436.1(a)(26) of the first proposed rule, see 
Appendix B, suggest “significant difficulty” 
in predicting the exact number of hours or 
days of such instruction. See, e.g., General 
Motors Corp., R. V, 2485; Success Motiva- 
tion Institute, R. V, 639. In response to such 
comments on the public record, the rule 
therefore requires disclosure as to “the 
minimum amount” of training that will be 
provided to a franchisee. 


required to bear.*% The need for such 
a “franchisee cost” disclosure is sup- 
ported by comments in the public 
record from industry representa- 
tives,**7 as well as franchisees.*”* Again, 
as in section 436.1(a\18)(i) and section 
436.1(a)(18)(iil), the Commission has 
adopted the language in_ section 


436.1(a)(18)(iii) so to allow franchisor 
compliance without undue burden 
while still providing for necessary dis- 
closure to the franchisee.**? Modifica- 
tions made by the Commission are in- 
tended to clarify the disclosure about 
“training programs.” * 


38%Information concerning the cost to 
franchisees of such training programs is 
“material” to prospective franchisees re- 
garding their decision whether to enter into 
a franchise relationship since it directly con- 
cerns what may be a significant amount of 
their investment in the franchise. As in 
§ 436.1(a)(18) of the revised proposed rule, 
see Appendix C, the disclosure required by 
§ 436.1(a)(18) (iii) is responsive to franchisee 
complaints concerning improperly repre- 
sented training and hidden costs. 

3%7See, e.g., Success Motivation Institute, 
R. V, 639. In this regard, the public record is 
barren of franchisor comment opposing the 
particular “cost of training programs” dis- 
closures defined in § 436.1(a)(18)iii) of the 
rule. 

8% General franchisee support for a disclo- 
sure of this type is indicated, for example, 
in the comments cited at notes 385 and 391 
supra. 

3% Section 436.1(a18) of the revised pro- 
posed rule, see Appendix C, had also re- 
quired franchisors to “specify * * * the cost 
{of training programs they provide] to the 
franchisee, if any.”” With the intent of shap- 
ing the required ‘“‘training programs” disclo- 
sures in a workable manner, the Commis- 
sion wishes to emphasize that the rule per- 
mits disclosure of the approximate cost— 
where the exact cost of an initial training 
program cannot be predicted accurately or 
without undue burden—so long as the tenta- 
tive character of the amount disclosed is 
made clear within the disclosure itself. 

4 Another important clarification of the 
rule is the deletion of the “‘training person- 
nel biography” requirement which had been 
included within § 436.1(a)(26) of the first 
proposed rule, see Appendix B. More specifi- 
cally, that particular provision had in part 
required a franchisor to furnish the pros- 
pective franchisee with a brief biography of 
the instructors who will conduct the train- 
ing. This “biography” requirement was 
strongly criticized by industry representa- 
tives on the basis that such a provision was 
unworkable both in terms of franchisor rec- 
ordkeeping practices and rapid turnover of 
training personnel. See e.g., Norris, Cham- 
ber of Commerce of the United States, Tr. 
623; Household Finance Corp., R. III, 102; 
Gamble-Skogmo, R. III, 173; Union Carbide 
Corp., R. III, 159; Fomco International, R. 
ITI, 1314; and, International Franchise Asso- 
ciation, R. III, 1000. In addition, one 
franchisee also was critical of the “biogra- 
phy” requirement in noting that biography 
“is still no substitute for effective training. 
* * * {Ijnstructors are constantly changing, 
biographies are constantly changing and so 
this would be extremely difficult to keep up 
to date.” Reta, R. IV, 756. In an effort to 
make the “training programs” disclosure 

Footnotes continued on next page 
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Given the significant degree of reli- 
ance which prospective franchisees 
place upon franchisors to train them 
successfully to operate the franchise 
business, information as to franchisor 
training programs is clearly material 
to the franchise relationship. The mis- 
representation or nondisclosure of 
such material information is therefore 
an unfair and deceptive trade practice 
in violation of section 5 of the Federal 
Trade Commission Act, 15 U.S.C. § 45, 
since (1) it may mislead franchisees as 
to the extent to which the franchisor 
will train them to successfully manage 
the franchise business or as to the cost 
of the training provided and (2) it 
could result in economic injury due to 
lack of adequate franchisee training. 

19. Public figures—Section 436.1(a) 
(19). The prominent connection of 
“public figures” ! with the manage- 
ment of various types of franchises 
has become a common practice used 
by franchisors to promote the sale of 
franchise outiets.“? One attorney 


Footnotes continued from last page 
meaningful to prospective franchisees, with- 
out placing an undue burden upon franchi- 
sors, “biographical” and other specific refer- 
ences to franchisor training personnel have 
therefore been deleted from the rule. 

*'The term “public figures” as used in 
§ 436.1(a)(19) of the rule includes, but is not 
limited to, sports and entertainment person- 


alities. See C. Rosenfield, The Law of Fran- — 


chising 289-296 (1970); and, Goodwin, ‘‘The 
Name Of Franchising Game Is: The Fran- 
chise Fee, The Celebrity Or Basic Oper- 
ations?” 25 Bus. Law. 1403, 1412-1417 (1970). 
In the Guidelines for the Preparation of the 
Uniform Franchise Offering Circular (July, 
1977) (hereinafter referred to as UFOC 
Guidelines], the Midwest Securities Com- 
missioners Association defined ‘public 
figure,” at 130, as: “ * * * a person whose 
name or physical appearance would be 
known to a substantial portion of the public 
within the geographic area in which the 
franchise is sold. ‘Public figures’ are typical- 
ly persons who have achieved prominence 
such as athletes, entertainers or persons 
whose involvement in public affairs is well 
known. The term ‘public figure’ also in- 
cludes fictionalized characters such as car- 
toon characters.” 

With respect to reference to fictionalized 
characters, the language at_ section 
436.1(a)(19) is limited to living public fig- 
ures. See Household Finance Corp., R. III, 
101 (referring to its Ben Franklin line of 
products). 

12See Lefkowitz Remarks, R. Il, 565. See 
also discussion of this problem in Ch. III 
hereof, supra. As noted in Comment, “A 
Tempest in a Chicken Bucket: Some Reflec- 
tions on Franchise Regulation in Califor- 
nia,” 17 U.C.L.A. L. Rev. 1101 (1970), a most 
important development in the franchising 
field is the “celebrity franchise.” In 1969, 
for example, big name sports and entertain- 
ment stars lent their names to numerous op- 
erations. In the fast-food franchise area 
alone, celebrities involved included “Mickey 
Mantle, Joe Namath, Dizzy Dean, Eddie 
Arcaro, Rocky Graziano, Johnny Carson, 
Minnie Pearl, Roy Rogers, Tennessee Ernie 
Ford, Eddy Arnold, Arthur Treacher, Al 
Hirt, and Tony Bennett.” The prominence 
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active within the franchising area has 
labelled the “mystique” of what he 
terms “the celebrity franchise’ as “a 
phenomenon in the phenomenal 
market explosion * * * {of] franchis- 
ing.” *° Attorney General Louis 
Lefkowitz of New York, has endorsed 
a report which found that one of the 
“areas where the lack of full and fair 
disclosure has led to _ flagrant 
abuses * * * [is the] use of celebrities 
in sports and entertainment fields to 
head up franchises, inducing sales of 
franchises solely on the basis of the 
big name and little else.” ** Evidence 
of such business abuses has led to the 
inclusion of section 436.1(a)(19) of the 
rule, which requires disclosure of per- 
tinent facts whenever the name of a 
“public figure” is used in connection 
with the sale of or as part of the name 
of a franchise or otherwise identified 
as involved with the management of 
the franchisor. * 

As noted by Coleman Rosenfield, in 
The Law Of Franchising at 289 (1970): 


The franchise company employing such a 
strategy [the introduction, use, and exploi- 
tation of the celebrity as a basis for the 
franchise] seeks to thus obtain instant iden- 
tification and spontaneous recognition. 
Equally as important in the use of such an 
approach is the attraction the personality 
may have to the public—a charisma that 
can induce the investor to select a franchise 
bearing a particular name. An examination 
of the franchise advertisements indicates 
the emphasis on the real and imagined 
benefits to be had from a franchise because 
a particular sports or entertainment person- 


of such celebrity franchises is recognized in 
testimony taken from such public figures 
within the Williams Hearings. See R. II, 
252, 320, 637, 648, and 669, for example. 

43C, Rosenfield, The Law Of Franchising 
289 (1970). According to Mr. Rosenfield, this 
“Cplersonality mystique has inundated fran- 
chising Land] a name, reputation or achieve- 
ment, past or present, serves as the founda- 
tion for exploitation.” 

44R. II, 565. This report also stated that 
“* * * in the vast majority of instances 
where the name 4nd image of a well-known 
personality were used to induce a franchise 
investment, the celebrity had littie or no 
actual involvement in the operation of the 
franchise and was merely receiving either a 
monthly royalty or a flat sum for the use of 
his name.” R. II, 553. 

45In response to comments on the public 
record, the Commission has included within 
§ 436.1(a)(19) of the rule the term ‘to pur- 
chase a franchise” in order to make clear 
that the disclosure required therein is in- 
tended to apply to representations involved 
in the sale of a franchise, rather than to 
representations concerning the saie of prod- 
ucts or services distributed by that fran- 
chise. See, e.g., International Franchise 
Assoc., R. III, 987, and R. V, 2128. As per 
this provision of the rule, the latter situa- 
tion would trigger the disclosure require- 
ment only where the name of a ‘public 
figure” is used as a part of the name of the 
franchise operation, or where he or she was 
identified to prospective franchisees as 
being involved in the management of the 
franchisor. 
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ality is associated with it. Such a marketing 
approach is unlike that of an established 
company that develops an image or person- 
ality as an adjunct to its regular business. 
The company begets the image rather than 
the reverse. ** 


While use of a celebrity’s fame or 
image as a marketing device aimed at 
promoting the sale of a franchise 
outiet may not be in itself violative of 
the Federal Trade Commission Act, 
many franchisors who employ such a 
device have misrepresented or failed 
to disclose the role of the “public 
figure’ in the management of the 
franchisor or have used such “public 
figure” affiliation in an_ unfair 
manner.*”’ As again noted by Coleman 
Rosenfield: 


Unfortunately, there has often been little 
or no regard to the relationship between a 
famous person and the cold, hard facts of 
operating business on a daily basis. The um- 
brella of popularity does not protect the in- 
experienced franchisee from the problems 
of operating a business. Unless the fran- 
chise company is prepared to function oper- 
ationally, the ability of the “name” to sell 
recordings or to hit a baseball is no panacea 
for a failing [franchise] business. * * * The 
celebrity generally makes no capital invest- 
ment in the company. The “quid pro quo” is 
the use of the name and services of the per- 
sonality. Payments of cash or stock (or 
both) are made to the “name” in exchange 
for the use of the identity.** 


46In presenting such a view, Mr. Rosen- 
field refers to a statement made by John Y. 
Brown, Jr., President of Kentucky Fried 
Chicken Corp., before the Senate Small 
Business Subcommittee, reported by United 
Press International, January 2i, 1970: 
“Brown told Sen. Harrison A. Williams, Jr. 
(D., N.J.), subcommittee chairman, that in 
the last 2 years the [franchise] industry has 
taken on a ‘carnival atmosphere.’ He noted 
that entertainment and sports figures have 
started lending their names to franchise op- 
erations.” “ ‘They are misusing their public 
image when they allow the fastbuck pro- 
moters to exploit their good names in order 
to promote unproven and questionable 
schemes,’ he said, contending the famous 
were ‘playing on the emotions of public idol- 
atry for their own profit.’ ” Based upon 
comments in the public record, it would 
appear clear that franchisor promotion of 
such unproven and questionable schemes is 
frequently injurious to prospective franchi- 
sees. 

7 For example, see the comments of Pro- 
fessor Shelby D. Hunt at R. II, 3835: ‘“‘Po- 
tential franchisees are led to believe that a 
celebrity would not lend his name to a fran- 
chise system if it were not a sound business 
investment for the franchisee. The perform- 
ance of many of these systems has shown 
this to be an unwarranted assumption. 
Many of these systems have fallen on hard 
times.” 

The Law Of Franchising 290 (1970). As 
noted by Don Trott, an anaylst at Oliphant 
& Co., in the Wall Street Journal of Sept. 
10, 1969: “Most Wall Street observers think 
the [celebrity affiliated franchisor] scram- 
blers who’ve entered the field in the last 
two years are already too late. When the 
franchisee puts his money down, he buys a 
system and consumer goodwill. * * * These 

Footnotes continued on next page 
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Mr. Rosenfield’s concerns are echoed 
in this respect by another attorney ex- 
perienced in franchise litigation, who 
stresses that “it is the rare celebrity 
who knows anything about the fran- 
chise operation which he has cocooned 
with the respectability, glamour, and 
attention of his name, except, per- 
haps, how much it could be worth to 
him in dollars and cents.” *°° 

As a result of comments received by 
the Commission on the public record 
and other pertinent observations such 
as those above, section 436.1(a)(19) of 
the rule requires disclosure “(i]f the 
name of a public figure is used in con- 
nection with a recommendation to 
purchase a franchise, or as a part of 
the name of the franchise operation, 
or if the public figure is stated to be 
involved with the management of the 
franchisor * * *” “° The majority of 
comments received from franchisees 
and attorneys involved in franchise 
litigation were extremely favorable 
toward such a required disclosure.*" 


Footnotes continued from last page 

new companies have neither. All they have 
is the name of a celebrity, and that’s not 
likely to suffice for the year or two it takes 
to create an image.” 

499 Goodwin, “The Name of The Franchis- 
ing Game Is: The Franchise Fee, The Celeb- 
rity or Basic Operations?”, 25 Bus. Law. 
1403 (1970). After noting this lack of ‘‘celeb- 
rity” experience in franchisor management 
operations, Mr. Goodwin continues as fol- 
lows: ‘“‘Not unexpectedly, a number of these 
celebrity named franchisors are unsuccess- 
ful, perhaps because too much reliance was 
placed on the name and not on the game of 
basic operations. As a result, franchisor 
stockholders and franchisees are suffering 
serious financial losses.” Id. 

*°The Commission wishes to emphasize 
that § 436.1(a)(19) does not therefore re- 
quire disclosure in every instance in which a 
‘public figure” has some affiliation with the 
management of a franchise business. For ex- 
ample, that such a “ public figure” occupies 
the position of director of a particular 
franchisor company will not in and of itself 
trigger the disclosure’ provisions of 
§ 436.1(a)(19). Rather, such “public figure” 
affiliation with the franchisor need only be 
disclosed to prospective franchisees where it 
is a “material’’ part of the impending sales 
transaction—i.e., it is used in connection 
with a recommendation to purchase a fran- 
chise, as part of the name of the franchise 
operation, or as a communicated factor in 
describing the management structure of the 
franchisor. The present language employed 
within § 436.1(a)(19) thus appears to satis- 
factorily meet industry comments which 
called- for clarification of the required dis- 
closure in this regard. See, e.g., Internation- 
al Franchise Association, R. III, 987, and R. 
V, 2128. 

411 See, e.g., McCarthy, R. IV, 621; West, R. 
IV, 37; Jones, R. IV, 54; Bowen, R. IV, 619; 
Estevez, R. IV, 119; and, Rosenfield, Tr. 277. 
An examination of the complaints con- 
tained in the public record indicates that a 
number of franchisors use the names of 
sports and entertainment personalities in 
promotional material used to recruit pros- 
pective franchisees. See, e.g., Carrelle, R. VI, 
2107 (invested $1,500 in a franchise to dis- 
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The great majority of franchisors and 
other industry representatives found 
such a disclosure requirement to be 
appropriate.*!? In approving the need 
for a ‘“‘public figure” disclosure where 
such persons are connected with 
franchisor promotion of franchise 
outlet sales, specific support was 
voiced in the public record for disclo- 
sures of the type required by sections 
436.1(a)(19) (i), (ii) and (iii) of the 
rule.‘ 

The public record does contain some 
constructive suggestions, however, 
which the Commission has considered 
in clarifying the intent of section 
436.1(a)(19) as that provision appeared 
in the two earlier versions of the 
rule.*'* Several franchisors, for exam- 
ple suggested revision of the “public 
figure’’ disclosure so as to insure that 
it does not apply to “spot celebrity 
promotions” often included within 
television and other media advertis- 
ing.** Since the intended ‘‘audience”’ 
for such media advertising is com- 
posed of the general public, including 
persons who might be attracted to 
franchising, it might appear that sec- 
tion 436.1(a)(19) as presently drafted 
applies to all such advertisements. 
However, the language of section 
436.1(a)(19) has been drafted so as to 
indicate that such ‘spot celebrity pro- 
motions” trigger the required disclo- 
sure only where the “public figure’”’ in- 


tribute vitamins and minerals that used the 
name of a Hollywood celebrity); Beindisi, R. 
VI, 2109 (invested $2,500 in the same compa- 
ny); Radebaugh, R. VI, 851 (lost $17,500 he 
invested in a franchise to sell overseas golf- 
ing trips. The name and picture of a profes- 
sional golfer is prominently displayed in the 
attached promotional brochures. He subse- 
quently learned that the organization was 
“defunct, as the money is gone.”’); Monezis, 
R. VI, 1344 (invested $15,000 in a cinema 
franchise bearing the name of a prominent 
movie comic; he stated “now they are nearly 
bankrupt.”’). 

*2See, e.g., Homemakers’ Home & Health 
Care Services, Inc., R. III, 1106; Collins, 
Holiday Inns, Inc., Tr. 1292; Household Fi- 
nance Corp., R. III, 101; E. Patrick McGuire, 
Conference Board of New York, Tr. 260; 
Thomas H. Murphy, Tr. 615; and, Interna- 
tional Franchise Association, R. III, 987, 
and R. V, 2086, 2096-2097 (suggesting cer- 
tain modifications, discussed infra.) Several 
other industry representatives apparently 
do not oppose the disclosure required by 
§ 436.1(a)(19) of the rule, but emphasize 
that such “public figure” affiliation is not a 
factor within their particular marketing op- 
erations. See Gulf Oil Co., R. V, 1138; 
Toyota, R. V, 2522-3; Standard Oil of Ohio, 
R. V, 2576; and Volkswagen of America, R. 
V, 2546. 

*13See Coleman Rosenfield, Tr. 277; and, 
Thomas H. Murphy, Tr. 1615. 

“Present § 436.1(a)(19) of the rule has 
been derived in large part from 
§ 436.1(a)(22) of the first proposed rule, see 
Appendix B, and §436.1(a)(19) of the re- 
vised proposed rule, see Appendix C. 

See International Franchise Associ- 
ation, R. V. 2086-2087; Toyota, R. V, 2522-3; 
and Volkswagen of America, R. V, 2546. 


volved is in some way connected with a 
recommendation to purchase a fran- 
chise or otherwise identified as in- 
volved with the management of the 
franchisor.‘ As a result, mere en- 
dorsement by a “public figure” of a 
product manufactured, sold, or other- 
wise distributed by a franchise busi- 
ness would not fall within the disclo- 
sure required by section 436.1(a)(19) of 
the rule. 

One comment suggested that it 
would be useful for franchisees to 
know whether the “public figure” had 
entered into an agreement with the 
franchisor regarding prohibiting the 
use of his name in any specific type of 
media.*'? This suggestion has been in- 
cluded within 436.1(a)(19)(i) of the 
rule, which requires disclosure as to 
“the nature and extent of the public 
figure’s involvement and obligations to 
the franchisor, including but not limit- 
ed to promotional assistance. * * *’’ 48 
Similarly included within the scope of 
this paragraph is the suggestion that 
the rule require disclosure as to any fi- 
nancial investment and/or options, sti- 
pend, or royalty received by the public 
figure as a result of his affiliation with 
the franchisor.‘'? In this regard, the 


“6Therefore, the disclosure defined 
within § 436.1(a)(19) of the rule is not appli- 
cable to a testimonial or endorsement in 
commercial advertising by ‘public figure.” 
For comments which raise such an interpre- 
tive issue, see generally Toyota, R. V, 2522- 
3; Volkswagen of America, R. V, 2546; and, 
International Franchise Association, R. V, 
2086-87. The Commission believes that use 
of the phrase “with a recommendation to 
purchase a franchise” within § 436.1(a)(19) 
of the rule should clarify such issues of in- 
terpretation. However, while the disclosure 
defined in § 436.1(a)(19) is intended to apply 
only to “prospective franchisees,”’ the Com- 
mission has not expressly included such lan- 
guage within this section of the rule since 
the audience for such ‘public figure’’ en- 
dorsements will as a matter of course con- 
tain both prospective franchisees and con- 
sumers at large. Inclusion of such limiting 
language would as a result only serve to con- 
fuse the intent of § 436.1(a)(19). Compare 
International Franchise Association, R. V, 
2087. 

17See E. Patrick McGuire, Conference 
Board of New York Tr. 260. 

18 The language contained within 
§ 436.1(a)(19) is derived verbatim from 
§ 436.1(a)(19) of the revised proposed rule, 
see Appendix C. This language would clear- 
ly appear to apply both to promotional as- 
sistance rendered by a “‘public figure”’ to the 
franchisor and to obligations incurred by a 
“public figure” as a result of such relations 
with the franchisor. 

*“98Coleman Rosenfield, Tr. 278. Section 
436.1(a)(19)(ii) requires disclosure of the in- 
vestment of the public figure, while 
§ 436.1(a)(19)Giii) requires disclosure of the 
fees the franchisee will be required to pay 
for the involvement and assistance of the 
public figure. Finally, Thomas H. Murphy, 
at Tr. 1615, suggested that the actual 
“public figure contract be made available to 
the franchisee upon request before [the] 
closing.”” While such a contract would un- 

Footnotes continued on next page 
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Commission has attempted to define 
the disclosure required by section 
436.1(a)(19) of the rule in a manner 
similar to paragraph 18 of the Un’- 
form Franchise Offering Circular. *?° 

The Commission has adopted the 
disclosure requirements of section 
436.1(a)(19) when franchisors utilize 
“name personalities” in such a way as 
to imply that such public figures are 
an integral part of the franchise busi- 
ness. Information as to the actual rela- 
tionship between the franchisor and 
the ‘“‘public figure” is material because 
it will reveal, Inter alia: (1) the length 
of time that the personality is obligat- 
ed to continue his or her association 
with the franchisor and (2) the finan- 
cial stake which the personality has in 
the franchise. Failure to disclose such 
material information, or the misrepre- 
sentation thereof, is therefore a decep- 
tive and unfair trade practice in viola- 
tion of section 5 of the Federal Trade 
Commission Act, 15 U.S.C. § 45, since it 
(1) misleads the franchisee as to the 
degree and nature of involvement of 
the “personalities,’’ and (2) could read- 
ily result in economic injury to the 
franchisee if the assistance or involve- 
ment relied upon by the franchisee 
were not in fact forthcoming. 

20. Financial information concerning 
franchisor—Section 436.1(a)(20). Sec- 
tion 436.1(a)(20) of the rule requires 
that franchisors disclose certain finan- 
cial information concerning their busi- 
ness operation to prospective franchi- 
sees.*?! The concepts embodied in sec- 
tion 436.1(a)(20) brought forth a sig- 
nificant amount of comment. Many 


Footnotes continued from last page 
doubtedly include further information help- 
ful to the franchisee as regards the decision 
whether to enter into a franchise relation- 
ship, the Commission has not chosen to re- 
quire disclosure of such third-party contract 
since §436.1(a)(19) as presently drafted 
should provide prospective franchisees with 
sufficient information as to the affiliation 
of ‘public figures” with the management of 
the franchisor involved. If a franchisor de- 
sired to provide prospective franchisees with 
copies of contracts entered into with ‘‘public 
figures,” however, it could do so if it acted 
in a manner consistent with the provisions 
of § 436.1(a)(21) of the rule. 

420 Although § 436.1(a)(19) of the rule does 
not precisely follow the particular organiza- 
tional structure of the ‘public figure” dis- 
closure required by the UFOC (see App. A), 
it is consistent with the general scope of in- 
formation which must be provided to pros- 
pective franchisees therein. Comments from 
the International Franchise Association to 
the effect that disclosure under the rule is 
“much more extensive” in this regard are in 
reference to a prior version of the UFOC 
and are therefore not on point. See Interna- 
tional Franchise Association, R. V, 2096- 
2097. 

#1Related but somewhat different provi- 
sions were found in both the first proposed 
rule and the revised proposed rule. See 
§ 436.1(a)(6) of the first proposed rule, (Ap- 
pendix B) and § 436.1(a)(4) of the revised 
proposed rule (Appendix C). 


-basic financial 
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pointed out the need for disclosures of 
this type.*?? The general objective of 
requiring disclosure of the franchisor’s 
financial stability to the prospective 
franchisee was endorsed by the Ameri- 
can Institute of Certified Public Ac- 
countants.‘** As stated by Dart Indus- 
tries, “{tlhe prospective franchisee 
wants to know * * * that the 
franchisor is financially able to meet 
its obligations.” **4 

The Commission received three 
types of “negative’ comments con- 
cerning its proposal that franchisors 
disclose their financial history. The 
first type of comment was from com- 
panies whose stock is not publicly 
traded and who are not therefore pres- 
ently required to disclose financial in- 
formation to the public. Such compa- 
nies objected to having their financial 
information made public on the 
grounds that such disclosure would 
harm them by giving sensitive infor- 
mation to their competitors.‘ The 
Commission is sympathetic to these 
comments, and would not require the 
disclosure of financial information 
unless it considered such disclosure ab- 
solutely necessary to effectuate the 
purpose of the rule. The Commission 
finds that in a very real sense the 
prospective franchisee is purchasing, 
along with the franchise itself, some 
assurance of the financial stability of 
the franchisor, of the franchisor’s ulti- 
mate ability to meet its obligations to 
its franchisees. For that reason, the 
Commission finds that disclosure ‘of 
information by all 
franchisors is essential.*° 


422See, e.g., Rosenfield, R. IV, 138. Profes- 
sor Urban B. Ozanne suggested at R. II, 


3839-A that “{FJurther indications of 
franchisor competence and financial sound- 
ness can be gained from the required infor- 
mation on franchisor financial history 
ss ne A former franchisee wrote that “We 
specifically support the proposed disclosures 
of financial history * * * Had such disclo- 
sures been required at the time we entered a 
disastrously unsuccessful franchising con- 
tract, there is no question but we would 
have been fairly forewarned and would have 
avoided an imprudent decision.” Stevens, R. 
IV, 1916. See also Professor Edward J. 
Gurry, University of Georgia, Tr. 1685; and 
the following comments from franchisees: 
Godfrey, R. IV, 14; West, R. IV, 37; Jones, 
R. IV, 53, who wrote that the provision 
would allow “franchisees to evaluate the 
stability of the concern’; Roberts, R. IV, 
109; Rhea, R. IV, 753; Olsen, R. IV, 1155; 
Brown, R. IV, 1443; and Cribbs, R. IV, 1474. 

3 Tr, 1668. 

+R, IT, 257. 

425 See, e.g., Tressler Oil Company, R. ITI, 
1506; Guthrie, Tr. 1307; Dunhill Personnel 
System, Inc., Tr. 731-4; Barrett Electronics 
Corp., R. III, 56; Beltone Electronics Corp., 
Tr. 1124; Charles Machine Works, R.V, 
1148; Cottman Transmissions, R. V, 2436. A 
related type of comment came from compa- 
nies who object to having their particular fi- 
nancial statement made public. See, e.g., 
Toyota, R. V, 2508; and Volkswagen, R. V, 
2626. 

#6While this requirement will impose cer- 
tain costs on the decision to franchise (par- 
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The second type of comment came 
from companies who are required to 
disclose similar information in state- 
ments or filings made with the Securi- 
ties and Exchange Commission 
(S.E.C.). These companies argued that 
the sale of their stock on a national 
stock exchange should, by itself, be 
enough to exempt them from disclo- 
sure of financial information in the 
disclosure statement. *?? 

The Commission has concluded for 
two reasons, however, that all franchi- 
sors should be required to provide 
basic financial information in the dis- 
closure statement. First, the size and 
history of a well-known company is in 
itself no protection to the franchisee 
since even well-established companies 
have been known to suffer financial 
reverses. Second, the rule is designed 
to provide the prospective franchisee 
with the material information he or 
she needs within one document, inso- 
far as possible. While listed companies 
are required to file similar information 
with the S.E.C., the franchisee cannot 
obtain such information without sig- 
nificant effort. As noted in the discus- 
sion below, the costs to such compa- 
nies of providing this information to 
prospective franchisees in the format 
required by the rule are minimal. The 
Commission has therefore decided not 
to include an exemption for listed 
companies for this disclosure. 

Finally, the Commission received a 
number of comments objecting to the 
costs imposed by requiring financial 
statements to be audited.*** For exam- 
ple, the International Franchise Asso- 
ciation noted that ‘“‘a major barrier to 
the entry of new companies into the 
franchising market is posed by the 
* * * requirement that balance sheets 
and profit and loss statements be certi- 
fied by a public accountant.” 4° 

The Commission is persuaded by 
other comments, however, which 
stressed the importance of the audit 


ticularly with respect to nonpublicly held 
companies), the risk undertaken by franchi- 
sees in entering the franchise relationship 
mandates the disclosure of basic financial 
information by all franchisors, much as the 
risk undertaken by purchasers of securities 
requires companies that wish to sell its 
shares to the public to make similar disclo- 
sures. 

27 See, e.g., Mobil Oil, R. V, 2443-4; Chick- 
en Unlimited, R. V, 2438; Coolidge, Matusoff 
et al., R. V, 529-30. In fact in its revised pro- 
posed rule (Appendix C) the Commission 
itself suggested such an exemption. The 
Commission notes, however, that the Na- 
tional Association of Securities Dealers ob- 
jected to such an exemption on the grounds 
that it was discriminatory to them, R. V, 
2898, since securities traded on the over-the- 
counter market, which also must meet 
S.E.C. reporting requirements, would not be 
entitled to the exemption. 

428See also California Department of Jus- 
tice, R. V, 2042; but cf., Coolidge, Matusoff 
et al., R. V, 529-30. 

29R. V, 2073. 
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réquirement.**° Without the auditing 
requirement, the financial statements 
remain nothing more than the 
franchisor’s own representation of its 
financial condition. While no review 
by an independent accountant can 
ever guarantee with complete assur- 
ance that the financial statements are 
in fact a fair and accurate portrayal of 
the franchisor’s financial condition, 
the review of the franchisor’s books in 
accordance with generally accepted 
auditing standards adds an additional 
element of protection for the prospec- 
tive franchisee by limiting the franchi- 
sor’s freedom to manipulate financial 
information. This element of protec- 
tion is particularly important in light 
of the lack of a filing requirement and 
prior Commission review. In addition, 
the Commission has reduced the 
burden of the auditing requirement on 
new companies by including within 
the rule a provision discussed below 
which would enable such companies to 
come to an audited status over a 
period of 2 fiscal years. 

The Commission has carefully stud- 
ied all comments on the public record 
dealing with the question of disclosure 


of financial information concerning™ 


the franchisor. It.finds that disclosure 
of financial information concerning 
the franchisor is a very necessary com- 
ponent to this rule and has structured 
section 436.1(a)(20) to reflect the nu- 
merous comments on the record. 
Section 436.1(a)(20) requires the dis- 
closure statement to include the three 
basic documents of financial reporting: 
a balance sheet (statement of financial 
position) for the most recent fiscal 
year, an income statement (statement 
of results of operations) and a state- 
ment of changes in financial posi- 
tion**' for the most recent 3 fiscal 
years.*? Further, such statements are 


*°The need for such an “auditing” re- 
quirement was pointed out in a number of 
the comments received. See, e.g., Warren, R. 
II, 2616; Mett, Tr. 1644; American Institute 
of Certified Public Accountants, Tr. 1669; 
Sir George’s Inc., Tr. 1022; Rosenfield, Tr. 
270. 

*! The titles of the financial statements to 
be filed have been changed in light of com- 
ments suggesting that the language used in 
previously published versions of the rule did 
not reflect modern accounting terminology. 
See, e.g., comments of the American Insti- 
tute of Certified Public Accountants 
(AICPA), at R. V, 229; see also Accounting 
Principles Board Opinion No. 30 (1973). 

*2The reporting periods for which such 
statements were to be filed was the subject 
of a number of comments on the record. 
The balance sheet (statement of financial 
position) required to be included in the dis- 
closure statement is for the franchisor’s 
most recent fiscal year only. This reporting 
period has been adopted in consideration of 
comments such as those of P.A. & S. Small 
Co., R. ITI, 279 and Homemakers’ Home and 
Health Care Services, Tr. 363. It is consist- 
ent with the Uniform Franchise Offering 
Circular, Item 21 of App. A, which requires 
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required “to have been examined in 
accordance with generally accepted 
auditing standards.” ** The audit must 


the filing of a balance sheet as of a date 
within 90 days prior to the date of the appli- 
cation. The UFOC requirement parallels the 
filing requirements of Form S-1, issued by 
the S.E.C. under the Securities Act of 1933. 
Form 10-K, the annual report required to 
be filed with the S.E.C., requires audited 
balance sheets as of the end of the last 2 
fiscal years. Statements of income (state- 
ment of results of operations) and changes 
in financial position are required by the rule 
to be included for the franchisor’s most 
recent 3 fiscal years. This change from prior 
published versions of the rule was made in 
light of comments suggesting that at least 
three such statements were necessary to 
obtain a picture of the franchisor’s perform- 
ance over time. See, e.g., comments of U.S. 
Chamber of Commerce, R. III, 1093; Bank 
of America, R. III 263; Holiday Inns, Tr. 
1285; S.P. Personnel Associates of Charlotte, 
R. IV, 449. The rule’s requirements are con- 
sistent with those of the UFOC (cf. Item 21, 
App. A, requiring profit and loss statements 
for the last 3 fiscal years). In addition, the 
Guidelines to the UFOC require the filing 
of a statement of changes in financial posi- 
tion for the last 3 fiscal years. Similarly, the 
reporting period requirement is consistent 
with the S.E.C. See, e.g., Form S-1, Item 2, 
requiring statements of income and source 
and application of funds (i.e., statement of 
changes in financial position) for the 3 pre- 
ceding fiscal years. Form 10-K, required to 
be filed annually with the S.E.C., includes 
audited statements of income and source 
and application of funds for the preceding 2 
fiscal years. 

#3In the revised proposed rule the Com- 
mission had required that such financial in- 
formation be “certified.’”’ (See Appendix C 
hereto). It was pointed out that the term 
“certified” is confusing and no longer in 
common use, and the term was changed to 
“audited” to reflect this. See AICPA, R. V, 
229; National Society of Public Accountants, 
R. V, 1980-3; Mervin, R. V, 39. This provi- 
sion requires that the financial statements 
be accompanied by an opinion of a qualified 
accountant to the effect that financial 
statements present fairly the franchisor’s fi- 
nancial condition in conformity with “gen- 
erally accepted accounting principles,” or by 
appropriate disclaimers as established by 
generally accepted auditing standards. For 
the definition of “generally accepted audit- 
ing standards” see § 150.01 et seq. of State- 
ment on Auditing Standards No. 10, Com- 
mittee on Auditing Procedure, American In- 
stitute of Certified Public Accountants, con- 
tained in the record at R. V, 247 et seq; and 
revisions thereto, including Statement on 
Auditing Standards No. 5, ‘“‘The Meaning of 
‘Present Fairly in Conformity with General- 
ly Accepted Accounting Principles’ in the 
Independent Auditor’s Report,” 1976. 

The requirement that the statement be 
examined in accordance with generally ac- 
cepted auditing standards includes the re- 
quirement that they must be prepared in ac- 
cordance with generally accepted account- 
ing principles. “Generally accepted account- 
ing principles,”or “GAAP,” is defined in Ac- 
counting Principles Board Statement No. 4 
(October 1970), paragraph 138 as encom- 
passing: 

“The conventions, rules, and procedures 
necessary to define accepted accounting 
practice at a particular time. The standard 


of ‘generally accepted accounting principles’ 


includes not only broad guidelines of gener- 
al application but also detailed practices and 
procedures.” 

Sources of support for GAAP include 
statements and interpretations of the Fi- 
nancial Accounting Standards Board 
(FASB), and the opinions of its predecessor, 
the Accounting Principles Board (APB), 
standards of the Cost Accounting Standards 
Board (CASB), AICPA Accounting Research 
Bulletins (ARB’s) and Accounting Series 
Releases (ASR’s) of the Securities and Ex- 
change Commission. Other relevant au- 
thoritative sources include AICPA account- 
ing interpretations, AICPA industry audit 
guides and accounting guides, APB State- 
ment, AICPA statements of position, rulings 
of the United States Supreme Court, rulings 
by the Secretary of the Treasury, pro- 
nouncements of professional associations 
(e.g., American Accounting Association) and 
regulatory agencies. Business practice is also 
a source of evidence, although it ranks at 
the bottom of a hierarchical scheme of gen- 
erally accepted accounting principles. 

Of particular importance for franchisors 
in preparing statements for the rule is the 
AICPA Industry Accounting Guide, Ac- 
counting for Franchise Fee Revenue (De- 
cember 1972), contained in the record at R. 
V, 490 et seq., which establishes certain 
standards for reporting franchise fee reve- 
nue and for disclosures in financial state- 
ments. The issue of reporting franchise fee 
revenue has also been the subject of aca- 
demic commentary. See, e.g., Mackay, “Ac- 
counting for Initial Franchise Fee Reve- 
nue,” Journal of Accountancy, (January 
1970), 66-72; O’Connor, “Initial Franchise 
Fee: Revenue Recognition,” Management 
Accounting, (November 1977) 48-51; Cal- 
houn, “Accounting for Initial Franchise 
Fee: Is it a Dead Issue? ” Journal of Ac- 
countancy, (February 1975); Gurry, “Fran- 
chise Accounting—The Need to Tell It as It 
Is,” The Georgia CPA, Vol. 13, No. 13, 1971- 
72. 

By requiring the financial statements to 
be prepared in accordance with GAAP, the 
Commission has attempted to provide guid- 
ance to franchisors as well as protection to 
prospective franchisees. The standard of 
GAAP is well established in the accounting 
profession and business world and is rela- 
tively ascertainable. It provides a set of 
common ground rules for the interpretation 
of financial data. Thus, instead of leaving 
the prospective franchisee in the position 
where he or she must accept financial infor- 
mation as the franchisor disseminates it, 
the Commission, in requiring those state- 
ments to be prepared in accordance with 
GAAP, provides assurance that they are 
prepared in accordance with a mutually un- 
derstood set of ground rules. The use of 
GAAP brings consistency, conformity, and 
over time, comparability to financial report- 
ing. While the principles of GAAP may not 
be evident to unsophisticated franchisees, 
they will enable franchisees to obtain better 
advice from professionals who will under- 
stand the principles involved. 

In requiring that financial statements be 
audited in accordance with generally accept- 
ed auditing standards, the Commission has 
acted consistently with the regulatory ap- 
proach adopted by the Midwest Securities 
Commissioners in the Uniform Franchise 
Offering Circular, which requires, in Item 
21, that financial statements be audited and 
prepared in accordance with generally ac- 

Footnotes continued on next page 
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be performed by an independent‘ 
certified or licensed public account- 
ant. *5 

The Commission is mindful of the 
problem suggested by a number of 
franchisors which are subsidiaries of 
larger corporations. It has been sug- 
gested that the requirement of audited 
financial statements for such franchi- 
sors would be an unnecessary financial 
burden.‘*** It has also been suggested 


Footnotes continued from last page 
cepted accounting principles. (See Appendix 
A hereto.) 

The Securities and Exchange Commission 
similary requires financial statement to be 
audited, and has, in addition, developed ex- 
tensive regulations governing the format of 
financial statements. See generally Regula- 
tion S-X of the Securities and Exchange 
Commission. Financial statements prepared 
for filing with the S.E.C. may be used in the 
disclosure statement as long as the rule’s 
other requirements are met. For example, 
the financial statements must be current as 
of the close of the franchisor’s most recent 
fiscal year. 

434Qne of the standards included in “gen- 
erally accepted auditing standards” is the 
necessity for the auditor’s independence. 
See § 220.01 et seq. of the Statement on Au- 
diting Standards No. 1, AICPA (November 
1972). An auditor must therefore be in 
public practice and be without bias with re- 
spect to the client under audit. As noted in 
§ 220.03: 

“To be independent, the auditor must be 
intellectually honest; to be recognized as in- 
dependent, he must be free from any obliga- 
tion to or interest in the client, its manage- 
ment, or its owners.” 

See. also AICPA Code of Professional 
Ethics, ET Section 52.01, .09, and .11, setting 
out ethical standards and certain presump- 
tions concerning independence. Under § 517 
et seq. of the AICPA’s Statement on Audit- 
ing Standards No. 1, the profession has es- 
tablished certain rules which prohibit an 
auditor from giving an opinion on a compa- 
ny when he is not “independent” of the 
company. 

By definition, an auditor who is associated 
with a company cannot audit in accordance 
with generally accepted auditing standards, 
and must disclose his lack of independence 
and a disclaimer of an opinion with respect 
to the statements. 

The requirement that the audit be per- 
formed by an “independent” auditor is also 
found in the UFOC (see Item 21 of Appen- 
dix A hereto) and the S.E.C. forms S-1, 10- 
K and 10-Q. 

#5 The revised proposed rule required that 
“certification” be by an “independent certi- 
fied public accountant.” (See Appendix C). 
The National Society of Public Accountants 
pointed out, at R. V, 1981-2, that in many 
jurisdictions ‘“‘public accountants” are per- 
mitted to do anything that ‘certified public 
accountants” are permitted to do except use 
the adjective ‘certified’ in front of their 
name. The Commission does not wish to 
prevent individuals deemed qualified by 
their.states from preparing the financial in- 
formation required by this rule. For that 
reason, the Commission is requiring ‘‘certi- 
fied or licensed public accountants” to pre- 
pare the financial data prescribed by 
§ 436.1(a)(20), if state law so allows. 

46See, e.g., Household Finance, R. V, 
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that to require financial statements 
from subsidiaries is an invasion of the 
“rights of nonpublic companies to con- 
fidentiality of financial data.’ **7 The 
Commission considers the former of 
these objections one which it is able to 
accommodate without at the same 
time sacrificing the needs of prospec- 
tive franchisees. In response to these 
suggestions and other comments on 
the record,*“® the Commission has 
added a provision to _ section 
436.1(a)(20) which allows franchisors 
that are subsidiaries to file the parent 
company’s financial statements on a 
consolidated or combined statement 
basis when permitted under generally 
accepted accounting principles. In ad- 
dition, the franchisor must also pro- 
vide its own corresponding unaudited 
financial statements “°° and the parent 
company must absolutely and irrevo- 
cably agree to guarantee all obliga- 
tions of the subsidiary franchisor.*” 
The Commission finds that this provi- 
so meets the objections of burden- 
someness and cost while at the same 
time providing the prospective 
franchisee with an equal degree of 
protection. As to the second argument 
which suggests that confidentiality be 
accorded the financial statements of 
nonpublic companies, the Commission 
believes that the required disclosures 
are a necessary consequence of the 
company’s decision to do business in a 
particular manner. Since the franchi- 
sor implicitly or explicitly asks the 
franchisee to rely upon its financial 
stability, information concerning the 


2004; Kentucky Fried Chicken, R. V, 2172; 


Gamble-Skogmo, R. V, 1992; Quality Inn, R. 
V, 2454. 

*87Toyota, R. V, 2521-2; see also Volks- 
wagen, R. V, 2626. 

438See, e.g., comments of a franchisor, 
Playback, Inc., a subsidiary of Hydrometals, 
Inc., R. V, 521-2, where an approach was 
suggested similar to that taken by the Com- 
mission. 

*9Unaudited information may help to 
inform the prospective franchisee whether 
the franchisor is making most of its income 
from the sale of franchises or from the suc- 
cessful operation of franchises. It is impor- 
tant to note, however, that such informa- 
tion must clearly and conspicuously be la- 
beled as unaudited. See § 516 of the AICP’s 
Statement on Auditing Standards No. 1 
which sets out the duties and responsibil- 
ities of the independent auditor with re- 
spect to opinions on unaudited information. 
Note that the Guidelines to the Uniform 
Franchise Offering Circular, Item 21B, re- 
quired franchisors to file its unaudited fi- 
nancial statements although such state- 
ments are not required to be included in the 
offering circular itself. (See Appendix A 
hereto and Guidelines.) 

“°This guarantee is necessary to protect 
prospective franchisees because franchisees 
who rely on the financial condition of the 
franchisor’s parent as disclosed in the pro- 
spectus should be assured that such reliance 
is not misplaced. Note that Item 21 of the 
Uniform Franchise Offering Circular re- 
quires a similar guarantee, and the Guide- 
lines contain a sample guarantee: 
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finances of the franchisor is therefore 
clearly material information which 
must be disclosed. 

The Commission recognizes that 
some franchisors will not have audited 
statements at the time they are first 
required to comply with the rule. 
These. franchisors would include, for 
example, new franchisors without 
prior operating history and _ estab- 
lished franchisors who, at the effec- 
tive date of the rule, were not previ- 
ously required to report financial in- 
formation. To prevent the auditing re- 
quirement from operating as a barrier 
to entry, the Commission has provided 
in paragraph (a)(20)(ii) that unaudited 
statements may be used in lieu of the 
audited statements required in para- 
graph (a)(20)(i), but only to the extent 
that audited statements have not been 
made. Unaudited information must be 
accompanied by a clear and conspicu- 
ous disclosure that the information is 
unaudited. In view of the importance 
of the audit requirement, however, the 
rule states that financial statements 
are to be prepared on an audited basis 
as soon as practicable, and establishes 


GUARANTEE OF PERFORMANCE 


For value received, (Parent) 
located at (Address) 
ly and unconditionally guarantees the 
performance by its subsidiary, (Subsidi- 
ary) located at (Address) 
, of all of the obligations of 
(Subsidiary) in accordance 
with the terms and conditions of its 
franchise registration in the State of 
, Gated (effective date of re- 
and of its License 
the franchisee, 
(Franchisee’s and Address) 
——_———., dated , 19——, as the 
same have been or may hereafter be 
amended, modified, renewed or ex- 
tended from time to time. This guaran- 
tee shall continue in force until al! obli- 
gations of (Subsidiary) ———-—-—._ under 
the said franchise registration and Li- 
cense Agreement shall have been satis- 
fied or until (Subsidiary) - lia- 
bility to the franchisee under the fran- 
chise registration and License Agree- 
ment has been completely discharged, 
whichever first occurs. (Parent) 
shall not be discharged from 
liability hereunder as long as any claim 
by the franchisees against (Subsidiary) 
remains outstanding. Notice of 
acceptance is waived. Notice of default 
on the part of ————— is not waived. 
This guarantee shall be binding on 
(Parent) and on its successors 
and assigns. 
In witness whereof, (Parent) 
has , by a duly authorized officer, ex- 
ecuted this guarantee at ————— on 
this —— day of ———, 19——. 


with 
Name 


Agreement 





(Parent) 
By: 
Title: 











Attest: 
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a time period during which the 
franchisor must provide a set of fully 
audited financial statements. Para- 
graph (a)(20)(ii) requires that finan- 
cial statements for the fiscal year fol- 
lowing the date on which the franchi- 
sor is first required to comply with the 
rule *! contain a “balance sheet opin- 
ion’**? prepared by an independent 
certified or licensed public accountant. 


“'This provision is intended to give 
franchisors at least 2 complete fiscal years 
to prepare audited data. For example, a 
franchisor might first be required to furnish 
the disclosure document to a prospective 
franchisee in the middle of its 1980 fiscal 
year. At that time, the disclosure statement 
must include audited financial statements 
for the franchisor’s fiscal 1979. If the state- 
ments have not been prepared on an audit- 
ed basis, however, unaudited financial state- 
ment for 1979 may be used. At the close of 
fiscal year 1980, the franchisor has 90 days 
to prepare a revised disclosure statement. 
See the discussion on paragraph (a)(22), 
below. After that date, the disclosure docu- 
ment must contain financial information 
concerning the franchisor’s fiscal 1980 year. 
Since the franchisor’s fiscal 1980 was not a 
full fiscal year from the date when the 
franchisor was first required to comply with 
the rule (i.e., give out a disclosure docu- 
ment), however, the franchisor is not re- 
quired to report audited financial state- 
ments for fiscal 1980 (unless they were in 
fact prepared). However, financial state- 
ments for fiscal 1981—to be contained in dis- 
closure statements distributed in fiscal 
1982—must contain at least a “balance sheet 
opinion”, and financial statements for the 
following fiscal year (fiscal 1982) must be 
fully audited and reported in disclosure 
statements distributed in fiscal 1983. See 
also note 442, below. 

*2 A “balance sheet opinion,” in account- 
ing terminology, consists of an opinion by 
an independent certified or licensed public 
accountant that the balance sheet “presents 
fairly” the facts therein, and that the ac- 
countant has performed the analyses and 
examinations required by generally accept- 
ed auditing standards. Since the balance 
sheet or statement of financial position 
states only the condition of a firm at one 
particular point in time, it is only of limited 
utility in judging earnings potential. A bal- 
ance sheet opinion should serve as interim 
protection for franchisees, because it will in- 
dicate the fiscal integrity and stability of 
the franchisor through the reported rela- 
tionship between assests and liabilities for 
that particular point in time. The balance 
sheet opinion requirement thus_ balances 
the need to protect prospective franchisees 
with the desire to spread costs associated 
with the rule’s “audit” requirement over a 
period of time. For accounting pronounce- 
ments and authoritative support for the 
practice of expressing an opinion on the bal- 
ance sheet only, see AICPA Statement on 
Auditing Standards No. 2, Paragraph 13 
(1974); Ingalls, Practical Accounting and 
Auditing Problems (AICPA 1966), pp. 197- 
201; Blough, Practical Applications of Ac- 
counting Standards (AICPA 1957), pp. 178- 
179; Carmichael, The Auditor’s Reporting 
Obligation, Auditing Research Monograph 
No. 1, 1972; Technical Research Report No. 
3, AICPA Technical Research Div. (1974). 
See also §§1100.01, 1300.05, 9410.03, and 
9420.01 of Technical Practice Aids (AICPA). 
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Financial statements for the following 
fiscal year should be fully audited. 
These provisions give franchisors a 
period of 2 complete fiscal years to 
prepare audited data and makes clear 
that the requirement to report such 
data is prospective only.‘ 

The Commission is requiring disclo- 
sure of information which Will reveal 
the franchisor’s stability. Almost every 
prospective franchisee is asked to 
make a substanital financial invest- 
ment in the franchise, an investment 
which is very much dependent upon 
the financial stability of the franchi- 
sor. Information relating to franchisor 
financial stability is therefore material 
to prospective franchisees. It then fol- 
lows that the failure to disclose such 
material information, or the misrepre- 
sentation thereof, is both a deceptive 
and unfair trade practice in violation 
of Section 5 of the Federal Trade 
Commission Act, 15 U.S.C. § 45, since 
(1) it may mislead the franchisee as to 
the franchisor’s ability to meet its ob- 
ligations, and (2) it could readily result 
in economic injury to the franchisee if 
in fact the franchisor is unable to 
meet its obligations due to financial 
difficulties. 

21. Form of = disclosure—Section 
436.1(a)(21). Section 436.1(a)(21) of 
the rule is a housekeeping-type provi- 
sion with three major requirements 
and an important proviso. First, it pro- 
vides that the information required to 
be disclosed by sections 436.1(a)(1) 
through 436.1(a)(20) be set forth in a 
single disclosure statement or prospec- 
tus.‘ This is intended to prevent 
piecemeal and confusing disclosure by 
the franchisor.*** Second, the franchi- 
sor may not include any material in 
the disclosure statement not “‘‘required 
by this part or by State law not pre- 
empted by this part.” This is intended 
to prevent the franchisor from ‘“ex- 
plaining away” the required disclo- 
sures or “‘burying’”’ the material infor- 
mation in a mass of less important in- 


*3While §436.1(a)(20.i) calls for an 
income statement (statement of results of 
operations) and a statement of changes in 
financial position for each of the most 
recent 3 fiscal years, the rule does not re- 
quire that such past information be audited 
if it has not in fact been audited. The obli- 
gation to report audited information arises 
only as financial statements are prepared on 
an audited basis, within the time period set 
out in paragraph (a)(20)ii). In the example 
noted in note 441, supra, for exampie, the 
franchisor in fiscal 1983 would include au- 
dited statements for fiscal 1982, and unau- 
dited income statements and statements of 
changes in financial position for: fiscal 1981 
and fiscal 1980, indicating that such state- 
ments are unaudited. 

**The terms “prospectus” and ‘disclosure 
statement” have been used interchangeably 
throughout the rule and the Statement of 
Basis and Purpose. 

A similar requirement is found in the 
Uniform Franchise Offering Circular. (See 
Appendix A.) 


formation.**© This prohibition is not 
intended to preclude franchisors from 
giving other nondeceptive information 
orally, visually or in separate litera- 
ture so long as such information is not 
contradictory to the information in 
the disclosure statement required by 
the rule.**7 Third, section 436.1(a)(21) 
reauires franchisors to include a cover 
page containing specified information 
for the disclosure statement and a par- 
ticular notice containing additional in- 
formation. The prospective franchisee 
is told by the notice (a) that the infor- 
mation provided is required by the 
Federal Trade Commission; (b) that 
the prospective franchisee should 
study the information carefully for his 
or her own protection; (c) that the dis- 
closure statement has not been re- 
viewed; **3(d) that the investment deci- 
sion is complex and that the prospec- 


“*Comments were received which urged 
that the Commission allow additional ex- 
planatory material to be inserted into the 
body of the disclosure statement. See, e.g., 
International Franchise Association, R. V, 
2054; and Kentucky Fried Chicken, R. V. 
2173. For the reason stated in the text how- 
ever, these suggestions, if adopted, would 
significantly impair the value of the disclo- 
sure statement. 

“7This provides a sufficient opportunity 
to make the explanations requested by IFA 
and Kentucky Fried Chicken, as reflected in 
the previous footnote. For a futher discus- 
sion of the ‘“‘contradictory information” con- 
cept, see the discussion of § 436.1(f) of the 
rule, infra. 

** Coolidge, Wall et al., attorneys repre- 
senting franchisors, suggest at R. V, 531-2, 
that the Federal Trade Commission provide 
prior review of the offering statements 
franchisors intend to use. This, they believe, 
would lessen the repercussions and liabil- 
ities involved in attempting to comply with 
the required disclosures, which they believe 
to be severe. The Commission, however, 
does not believe that prior staff review 
would serve to release franchisors from po- 
tential liability any more than the prior 
review of securities offerings by the Securi- 
ties and Exchange Commission relieves sell- 
ers of securities from liability. Prior review 
would prove burdensome to the Commission 
and at the same time would serve to signifi- 
cantly delay the sale of franchises by 
franchisors. (Note that the review would 
have to be conducted for each company on 
at least an annual basis. See the discussion 
of § 436.1(a)(22) of the rule.) Further, even 
were the Commission to engage in prior 
review, this would not serve the purpose en- 
visioned by the Coolidge comment since 
many misrepresentations obviously would 
not be apparent from the face of the offer- 
ing circular. It should be noted that in the 
original proposed rule the Commission pro- 
posed that copies of all disclosure state- 
ments be filed with it. (App. B.) This re- 
quirement was deleted in the revised pro- 
posed rule (App. C.). The Assistant Corpora- 
tions Commissioner for the State of Califor- 
nia suggested that this requirement be rein- 
stituted (R. V, 1563). The Commission finds, 
however, that such filings would have a po- 
tential to give ‘‘false confidence” to prospec- 
tive franchisees while at the same time serv- 
ing no significant regulatory purpose. 
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tive franchisee should seek assistance; 
(e) that the prospective franchisee 


should not rely on the information’ 


alone to understand the franchise con- 
tract; (f) that erroneous and/or non- 
disclosed information may violate the 
law and should be reported to the 
Commission; and (g) that there may 
be state laws concerning franchising in 
the prospective franchisee’s own state 
and that the prospective franchisee 
should check with appropriate state 
authorities.**® —The Commission finds 
that the “burdens imposed upon 
franchisors by section 436.1(a)(21) are 
minimal, that the benefits to be de- 
rived by prospective franchisees are 
great in terms of both putting prospec- 
tive franchisees on notice as to the re- 
quired disclosure obligations of 
franchisors and advising such franchi- 
sees as to the status of the disclosure 
statement (i.e., that it has not been re- 
viewed by the Commission and may 
contain erroneous and/or incomplete 
information). 

The proviso in section 436.1(a)(21) of 
the rule has been included in order to 
make clear that either the franchisor 
or its franchise broker may satisfy the 
disclosure obligations imposed there- 
by. As noted in the preamble to the 
rule and in the discussion of the var- 
ious disclosure provisions within sec- 
tion 436.1(a), the need to place these 
requirements separately on franchi- 
sors and franchise brokers results 
from the similar role such persons 
play concerning the “sale” of fran- 
chises.*° Although the bulk of the re- 
quired prospectus will describe factors 
concerning the franchisor, the fran- 
chise broker nonetheless occupies a 
significant position relative to prospec- 
tive franchisees in the initial contact 
stage of the franchise sale transac- 
tion.*' The Commission therefore 
views as critical in nature the required 
duties placed upon franchise brokers 
to distribute a disclosure statement to 
each prospective franchisee. In order 
to facilitate compliance with the rule, 
however, the Commission has herein 
indicated that the furnishing of pros- 
pective franchisees with a disclosure 
statement by either such person will 
be deemed compliance with the rule. 

The Commission has adopted section 
436.1(a)(21) of the rule in recognition 
of the need to provide prospective 


“°This particular element was added to 
the notice at the suggestion of the Virginia 
Corporations Commissioner, R. V, 549. 

4°As indicated in the discussion of 
§ 436.2(k) of the rule, infra, the term, ‘‘sale 
of a franchise’ is employed within the rule 
to include license, lease, and other franchise 
realtionships which are not technically 
“sales” transactions. As noted therein, such 
other types of franchise acquisition transac- 
tions are common within the franchising in- 
dustry. 

*!1See the discussion of § 436.2(j) of the 
rule, infra, for the definition of ‘franchise 
broker.” 
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franchisees with all information mate- 
rial to the franchise investment deci- 
sion. The Commission believes that 
this essentially remedial measure is 
necessary in order to prevent franchi- 
sor conduct which is either deceptive 
or unfair in violation of section 5 of 
the Federal Trade Commission Act, 15 
U.S.C. § 45. Finally, the disclosures de- 
fined within section 436.1(a)(21) are 
also remedial in that they place the 
prospective franchisee on notice of the 
importance of the information con- 
tained in the franchise prospectus and 
the resultant need for careful review 
of such disclosures. 

22. Material changes and fiscal year 
basis for disclosures—Section 
436.1(a)(22). Section 436.1(a)(22) of 
the rule clarifies the original and re- 
vised proposed versions of the rule. 
The Commission received a number of 
comments which pointed out that cer- 
tain provisions of these proposed rules 
seemed to require continuous updating 
of the disclosure statement by the 
franchisor.**? For example, the Inter- 
national Franchise Association com- 
mented as follows: 


As the Rule presently reads, it would 
appear that in order to comply the franchi- 
sor would have to prepare a new disclosure 
statement every day. The disclosures called 
for in (a) (3), (a) (4), (a) (6), and (a) (9), for 
example, as well as in a number of other in- 
stances, ask for information for the past “10 
years” or the past “5 years” or the “number 
of franchises presently operating.” ** 


Section 436.1(a)(22) resolves this 
problem of interpretation by requiring 
that “falll information contained in 
the disclosure statement shall be cur- 
rent as of the close of the franchisor’s 
most recent fiscal year.” ** The 
franchisor is given a period not ex- 
ceeding 90 days after the close of its 
fiscal year to prepare a revised disclo- 
sure statement.** In the interest of 


2See, e.g., General Motors, R. V, 2480; 
International Franchise Association, R. V, 
2054; Ellis, Kentucky Fried Chicken, Tr. 
529; Wilsmann, Tr. 367; Household Finance 
Corp., R. ITI, 102; United States Chamber of 
Commerce, Tr. 624. 

‘S37. TIT, 987. 

*The suggestions as to solving the prob- 
lem were varied. IFA proposed at R. III, 
1000, that the disclosure statement provide 
information as of its effective date. The 
United States Chamber of Commerce, on 
the other hand, at Tr. 623-4, suggested that 
disclosure be limited to the preceding calen- 
dar year. The Commission has chosen to 
key the disclosures to the franchisor’s fiscal 
year in order to reduce the burden on the 
franchisor. 

5 During that 90-day period the franchi- 
sor is permitted to use its prior disclosure 
statement. It should be noted that a 90-day 
period for preparing detailed reports is not 
uncommon in other contexts. See, e.g., 
Form 10-K, Annual Report, adopted by the 
Securities and Exchange Commission pursu- 
ant to the Securities Exchange Act of 1934, 
15 U.S.C. §77b et seq. The International 
Franchise Association recommended that 
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maintaining accuracy in the required 
disclosures, section 436.1(a)(22)  re- 
quires that the franchisor prepare re- 
visions to be attached to the disclosure 
statement “within a reasonable time 
after the close of each quarter of the 
fiscal year * * * to reflect any material 
change in the franchisor or relating to 
the franchise business of the franchi- 
sor, about which the franchisor or 
franchise broker, or any agent, repre- 
sentative, or employee thereof, knows 
or should Know.” “® The rule provides 
that each prospective franchisee shall 
have at the “time for making of disclo- 
sures,” the disclosure statement and 
quarterly revision for the period most 
recent to that time, and which is avail- 
able. at that time.*’ In recognition of 
the fact that the process of auditing 


franchisors be allowed a 90-day period for 
preparation of the disclosure statement. R. 
V, 2095. 

*6What constitutes a “reasonable time” 
will depend on the facts of each ‘material 
change” and the ability of the franchisor to 
collect facts relating to the change and pub- 
lish them in the form prescribed. Of rel- 
evance here is Form 8-K issued under the 
Securities Exchange Act of 1934. Form 8-K 
lists material events in the registrant which 
are required to be reported within 10 days 
after the close of each month in which any 
of the specified events occurs. 

*7See generally the _ discussion of 

§ 436.2(n) of the rule, the definition of ‘‘ma- 
terial,” infra. In reviewing the public record 
the Commission has determined that the dis- 
closures required herein constitute repre- 
sentations which are continuing in nature 
and that the existence of such material 
changes therefore requires periodic amend- 
ment of these continuing representations. 
This provision is intended to ensure that 
the prospective franchisee has the most 
recent information available to him at the 
“time for making of disclosures.” Thus, if 
he prospective franchisee was originally 
furnished with the disclosure statement at 
the first ‘‘personal meeting,” and the disclo- 
sure statement is subsequently updated 
(either by the close of the fiscal year or by a 
quarterly revision), he must also be given a 
copy of the updated disclosure statement 
and any quarterly revisions at ‘‘the time for 
making of disclosures.” If there has been no 
change, of course, then the prospective 
ranchisee would still have the most recent 
material ‘“‘in his or her possession” at ‘“‘the 
time for making of disclosures.’’ The provi- 
sion also requires that the prospective 
franchisee be given the most recent infor- 
mation available at the ‘‘time for making of 
disclosures” if he has not previously been 
given the disclosure statement. In the case 
of a disclosure statement which is revised to 
reflect the close of a fiscal year, the revised 
statement (and no other) must be available 
after 90 days, and if available before that 
time, distributed when available. Similarly, 
a quarterly revision to a disclosure state- 
ment which reflects material changes must 
be made available within a reasonable time 
after the close of the fiscal quarter. This 
provision thus facilitates industry compli- 
ance while it insures that prospective 
franchisees get information which is cur- 
rent as of the last quarter of the franchi- 
sor’s fiscal year. 
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takes a significant period of time, the 
Commission has determined that in- 


formation which would be required to — 


be audited pursuant to paragraph 
(aX20) need not be audited for quar- 
terly revisions reflecting material 
changes. If the information is unaudit- 
ed, however, it must be accompanied 
by a statement which discloses clearly 
and conspicuously that it has not been 
audited. 

In the exercise of its remedial au- 
thority, the Commission has defined 
the disclosure period for the franchise 
prospectus as the franchisor’s previous 
fiscal year to facilitate compliance by 
1) providing a standardized period for 
disclosure which accurately reflects 
the present status of the information 
required to be disclosed by section 
436.1(a) of the rule and by 2) prohibit- 
ing use of nonrepresentative disclosure 
periods, e.g., where a franchisor bases 
its disclosures on a fiscal quarter in 
which it had substantial earnings but 
does not inform franchisee(s) of its 
substantial losses in the remaining 
three quarters of its fiscal year. 

23. Miscellaneous housekeeping pro- 
visions—Sections 436.1(a23) and 
436.1(a)(24), Note 3 to Rule. The rule 
as promulgated herein contains three 
housekeeping-type provisions not pre- 
viously published for comment.** 
Paragraph (a)(23) requires that a table 
of contents be provided in the discio- 
sure statement.*° Further, section 
436.1(a24) requires comments which 
either positively or negatively respond 
about each required disclosure item. 
This would require a franchisor to 
state, for example, if this were in fact 
the case, that it “does not provide any 
form of territorial protection to its 
franchisees,” **' that it ‘does not solic- 


**The Commission finds that there is 
“good cause” as provided in 5 U.S.C. 
§ 553(b)(3)(b) for promulgation of these par- 
ticular provisions without opportunity for 
public comment. Both provisions are of a 
housekeeping nature, i.e., they are not sub- 
stantive in nature, and the Commission 
finds that to provide an opportunity to com- 
ment on these clauses at this time is imprac- 
ticable, unnecessary, and contrary to the 
public interest. 

“° A similar requirement is found in the 
Uniform Franchise Offering Circular. See p. 
2 of the cover page requirements for the 
UFOC in App. A. 

“°This requirement is also found in the 
Uniform Franchise Offering Circular. See p. 
2 of the instructions for the UFOC in App. 
A. It should be noted that Commission con- 
siders this provision to be a clarification of 
its intent previously manifested in the prior 
published versions of the proposed rule, and 
necessary to provide franchisees with mean- 
ingful and full disclosure. 

“*'This is in reference to § 436.1(a)(13) of 
the rule. This particular example is apt 
since franchisees often believe that they 
will receive various forms of territorial pro- 
tections from their franchisor (see discus- 
sion of § 436.1(a)(13), supra), even where no 
express representation has been made by 
the franchisor in this regard. 
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it or accept rebates from its suppli- 
ers,” **2 and to make other similar 
“negative” comments. Section 436.1(a) 
(24) also requires for purposes of clari- 
fication that each such disclosure item 
be preceded by an appropriate heading 
as set out in Note 3 of the rule. 

The requirements of sections 
436.1(a)(23) and 436.1(a)(24) have been 
adopted in order to aid the franchisee 
in using the disclosure document and 
are intended as remedial measures to 
prevent franchisor violations of the 
rule and the Federal Trade Commis- 
sion Act, 15 U.S.C. §41 et seq., which 
at the same time place no undue 
burden upon affected franchisors and 
franchise brokers. 

C. Representations concerning fran- 
chise sales, profits or earnings—Sec- 
tions 436.1(b), (c), (da), and (e): 

One of the most frequent abuses oc- 
curring with respect to the marketing 
of franchises is the use of deceptive 
representations by franchisors and 
franchise brokers concerning past and 
potential franchise sales, income, and 
profits.** The use of deceptive and in- 
accurate profit and loss statements by 
franchisors has resulted in a legion of 
“horror stories.” *** Based on the com- 
plaints and comments contained in the 
record, the need for Commission 
action in this area is clear. The format 
adopted by the Commission provides 
that if any such representations are 
made, they must comply with the cri- 
teria set forth in sections 436.1 (b) 
through (e) of the rule. These subsec- 
tions are intended to prevent or mini- 
mize potential misrepresentations or 
distortions in the _ representations 
made by franchisors, while at the 
same time permitting franchisors to 
use informative representations as 
part of their marketing scheme. Para- 
graph (b) addresses the making of 
forecasts or projections of earnings, 
income, or sales to a_ prospective 
franchisee, while paragraph (c) ad- 
dresses the making of representations 
of historical operating data to prospec- 
tive franchisees. *® 


** This is in reference to § 436.1(a11) of 
the rule. 

“See, e.g., the discussion in Chapter ITI, 
supra; and Lefkowitz Remarks, R. II, 552-53, 
561-64. 

*** Professor Donald Thompson, York Uni- 
versity, R. II, 3922. 

“* Paragraphs (b) and (c) are therefore ad- 
dressed to the use of earnings representa- 
tions in “point-of-sales” circumstances, 
wherein a franchisor or franchise broker es- 
tablishes personal contact with a “prospec- 
tive franchise’—as defined in § 436.2(e). 
Such “personal contact” may occur through 
a personal meeting, or a written or oral com- 
munication between such persons or the 
agents, representatives, or employees there- 
of. In contrast, § 436.1(e) of the rule applies 
to all media advertisements which contain a 
representation as to a specific level of sales, 
income, or profits of prospective franchisees 
or the sales, income, or profits, either actual 


Paragraph (d) sets out requirements 
for the format of such representa- 
tions. The use of representations of 
earnings, income, or sales in media ad- 
vertising is dealt with in paragraph 
(e). 

1. Types of representations. While 
the approach taken by the Commis- 
sion to regulate earnings representa- 
tions is similar in each case, the rule 
separately sets out criteria for three 
types of representations. ** 


a. Forecasts and projections 


Paragraph (b) addresses the use of 
projected *®*’ or forecasted **° earnings, 
income, or sales for a particular pros- 
pective franchisee.“ By their very 
nature, forecasts and projections con- 
tain a degree of speculation absent in 


or potential, of existing or future outlets. In 
these circumstances, the protection neces- 
sary for persons who later become prospec- 
tive franchisees—as defined by § 436.2(e) of 
the rule, infra—is similar to that in the 
“point-of-sales” circumstance addressed by 
sections 436.1 (b) and (c). 

Comments on the record made it clear 
that the language used in the revised pro- 
posed rule, Appendix C hereto, did not ade- 
quately distinguish between types of repre- 
sentations and the different problems posed 
by each type. The revised proposed rule ad- 
dressed only “representations of a prospec- 
tive franchisee’s potential sales, income, 
gross or net profit,” although it was intend- 
ed that all three types of representations 
covered in the final rule be included in such 
language. 

“7 A “projection,” in strict accounting ter- 
minology, refers to an estimate of financial 
results based on assumptions that are not 
necessarily the most likely. Cf. The meaning 
of “forecast,” discussed in the following 
note. See Statement of Position on Presen- 
tation and Disclosure of Financial Forecasts 
(August 1975), American Institute of Certi- 
fied Public Accountants (Pub. 75-4) Cherein- 
after AICPA Statement] and Guidelines for 
Systems for the Preparation of Financial 
Forecasters, Series No. 3 (1975), American 
Institute of Certified Public Accountants 
{hereinafter AICPA Guidelines]. Financial 
projections are ‘often developed as a re- 
sponse to such questions as “What would 
happen if?” AICPA Statement at 2. 

48 A “forecast” is an estimate of the most 
probable financial position, results of oper- 
ations, and changes in financial position for 
one or more future periods. AICPA State- 
ment, supra note 463, at 3. 

“Such “direct” forecasts should be dis- 
tinguished from the “indirect” forecasts 
that arise from representations about the 
historical performance of existing fran- 
chises. Obviously, information about past 
performance is relevant to any prospective 
franchisee’s assessment about his or her 
own future possibilities. But the problems 
created by “direct’”’ forecasts are distinct 
from those involved in such indirect repre- 
sentations, and accordingly are addressed in 
a separate section of the rule. Recognizing 
that historical data might be viewed as an 
“indirect” forecast, and therefore viewed as 
being subject to paragraph (b), the Commis- 
sion has expressly stated in the rule, at 
§ 436.1(b)(2), that representations of the op- 
eration of existing outlets need not comply 
with paragraph (b). 
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straight reporting of historical data. 
As noted in the ‘‘Guidelines for Sys- 
tems for the Preparation of Financial 
Forecasts,” published by the American 
Institute of Certified Public Account- 
ants: 

No one can know the future. Predictions 
are based on information about the past and 
present. Of necessity, judgment musi be ap- 
plied to estimate when and how conditions 
are likely to change. These judgments may 
subsequertly prove to be inaccurate; thus, 
the accuracy and reliability of a forecast 
can never be guaranteed. Forecasts by their 
very nature are subject to error.‘ 


Because of this inherent unreliabi- 
lity, the issue of whether such fore- 
casts *7' should be permitted under this 
rule was the subject of a number of 
record comments. Some commentators 
urged that projections or forecasts of 
future franchisee earnings be prohibit- 
ed entirely.‘ This position was re- 
flected, in part, in the language of the 
revised proposed rule which effective- 
ly precluded franchisors from making 
certain types of projections.*” The 
proposals generated approving com- 
ments from state and local officials,‘ 
consumer spokesmen,‘ and some 
franchisors, ‘7° each favoring a prohibi- 
tion against the use of projections by 
franchisors withcut prior operating 
experience. These views were support- 
ed by regulatory bodies such as the Se- 
curities and Exchange Commission ‘*” 


70°‘ AJCPA Guidelines,” supra note 467, at 
5. 

*' Forecasts in franchising differ some- 
what from the traditional “forecast.” In a 
conventional forecast, management is 
making a prediction about its own future 
performance. In franchising, the franchisor 
is making a prediction about another per- 
son’s performance—the franchisee’s. While 
the franchisor exercises enough control 
over the franchisee and has enough experi- 
ence with existing franchisees to give it a 
basis for predicting the franchisee’s future 
preformance, the variables introduced by 
the franchisee’s own characteristics compli- 
cate the prediction and contribute to the 
prediction’s unreliability. 

‘'2See, e.g., Willsmann, Homemakers’ 
Home & Health Care Services, Inc., Tr. 365; 
and, Manpower, R. V, 2613. 

Section 436.1(b)(5) of the revised pro- 
posed rule (Appendix C hereto), prohibited 
the use of projections where franchised out- 
lets of the named franchise business ‘‘have 
not been in operation long enough to indi- 
cate what sales, income or profits may 
result.” Cf. the first proposed rule (Appen- 
dix B hereto), which simply required 
franchisors without prior franchising expe- 
rience to indicate that the projections were 
merely estimates and to disclose that ‘‘no 
franchisee has been in operation long 
enough to indicate what, if any, actual earn- 
ings or profits my result.” 

'4See, e.g., Barnes, R. V, 1560-1; Craig, R. 
V, 2621; Tettlebaum, R. V, 50; and Staton, 
R. V, 2459-60. 

‘5 See, e.g., Grenert, R. IV, 1212. 

* Cf. Manpower, Inc., R. V, 2613-14. 

"7 Until recently, the SEC did not permit 
the use of forecasts in statements filed with 
it because of their inherent unreliability. As 
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and the Midwest Securities Commis- 
sioners Association. ‘78 

In contrast, the record also contains 
a number of comments indicating the 
importance of forecasts as a means of 
providing prospective franchisees with 
information material to their decision 
whether to enter into a franchise rela- 
tionship.*7? As noted by one commen- 
tator: “Lit is] * * * virtually impossible 
to interest a prospective franchisee in 
a sound business venture unless the 
franchisor is permitted to give him 
some idea of what he can be expected 
to earn.” #° 

he record contains still other com- 
ments suggesting that prohibitions on 
franchise projections may pose a bar- 
rier to entry and a resultant restric- 
tion on competition in the franchising 
industry. **! 

In deciding to permit the use of fore- 
casts, the Commission has given 
weight to those comments which 
stressed the importance of earnings in- 
formation to prospective franchisees 
and recent statements by the Securi- 
ties and Exchange Commission *” and 


noted below, however, the SEC has reversed 
this policy. 

7% Ttem 19(c)(4) of the Uniform Franchise 
Offering Circular prohibits the use of 
actual, average or projected sales, profits or 
earnings if franchises have not been in oper- 
ation long enough to indicate what sales, 
profits, or earnings may result. As noted 
below, however, the Guidelines prepared by 
the Midwest Securities Commissioners Asso- 
ciation appear to have retreated from this 
per se prohibition. 

79See, e.g., International Franchise Asso- 
ciation, R. V, 2072; Chrysler Corp., R. V, 
2384-7; Coolidge, Wall et al. R. V, 532; Gen- 
eral Motors, R. V, 2485; MAPI, R. V, 2194-5; 
Allis-Chalmers, R. V, 2040; and Chicken Un- 
limited, R. V, 2339-40. 

*%° Western Auto Supply Co., R. III, 9. 

' See, e.g., International Franchise Asso- 
ciation, R. V, 2070-71. 

2 On Nov. 1, 1972, the S.E.C. announced a 
proposed rulemaking proceeding relating to 
the use of estimates, forecasts, or projec- 
tions of economic performance by issuers 
whose securities are publicly traded (Securi- 
ties Act Release No.. 5362). It has been the 
S.E.C.’s general policy not to permit use of 
earnings projections in company filings, and 
the rulemaking proceeding was intended to 
determine whether this policy should be re- 
assessed in light of a number of ‘excep- 
tions” to this policy which the Commission 
had permitted. The hearings on the pro- 
posed rulemaking led to the publication of 
Feb. 2, 1973, of a statement by the S.E.C. 
which under certain specified conditioiis 
would permit the disclosure of projections 
(Securities Act Release No. 5362). On Apr. 
28, 1975, the S.E.C. published for comment 
detailed proposed changes that would, if 
adopted, have the effect of permitting issu- 
ers to make use of projections in their 
public filings under certain circumstances 
(Securities Act Release No. 5581). On Apr. 
23, 1976, in yet another release concerning 
the issue of “earnings claims and represen- 
tations” the S.E.C. withdrew the proposals 
earlier set forth in Release No. 5581. See Se- 
curities Act Release No. 5699, No. 12371. In 
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the American Institute for Certified 
Public Accountants ‘* indicating that 
forecasts are acceptable when they are 
supported by a reasonable basis and 
presented in a format disclosing mate- 
rial assumptions which allow the in- 
vestor to judge for himself the weight 
to be given the forecast. This ap- 
proach has been adopted in the rule.‘ 

b. Historical data of existing outlets 

Paragraph (c) addresses the use of 
representations of a specific level of 
sales, income, or profit of existing out- 
lets *° or of facts suggesting such a 
level.**% While such historical informa- 
tion is more subject to objective verifi- 
cation than forecasts, comments on 
the record indicate that such represen- 


this new release, the S.E.C. indicated a reas- 
sessment of its “long-standing” policy gener- 
ally not to permit projections in Commis- 
sion filings and that this policy ‘“‘may have 
served as an impediment to the disclosure of 
projections to investors.” 

The release noted: “Since investors appear 
to want management’s assessment of a com- 
pany’s future performance, and since some 
managements may wish to furnish their 
projections * * * the Commission will not 
object to disclosure in filings * * * which are 
made in good faith and have a reasonable 
basis, provided that they are presented in 
an appropriate format and accompanied by 
information adequate for investors to make 
their own judgments.” 

*3See AICPA Statement, 
Guidelines, supra, note 467. 

*4Tt should be noted that the Commis- 
sion, in permitting forecasts with reasonable 
basis, is neither encouraging nor discourag- 
ing their use. This position is premised on 
the great variance in views as to the impor- 
tance and reliability cf projections. In per- 
mitting their use, however, the Commission 
has sought to balance their utility in assess- 
ing investment risks for prespective franchi- 
sees against their potential unreliability as a 
measure of future franchisee financial suc- 
cess; hence, the need for the criteria which 
the Commission has established to protect 
the public interest. 

*8It is important to note that the term 
“outlet” is employed by the Commission in 
§ 436.1(b) through (e) of the rule to encom- 
pass any and all means by which a franchi- 
see might offer, sell, or otherwise distribute 
the goods or services of a franchisor. The 
term includes retail stores, “truck routes,” 
distribution areas, display stands, etc. 

*©The Commission has included the 
phrase ‘or facts which suggest such a spe- 
cific level’ to meet the situation where spe- 
cific figures are not in fact mentioned but 
where facts are given which clearly imply a 
certain level of income. For example, a rep- 
resentation that a franchisee could buy a 
Mercedes Benz at the end of his or Ner first 
year of business clearly implies that the 
profit the franchisee will achieve will be at 
a certain level, although no level is specifi- 
cally stated. The scope of the rule, however, 
does not reach ‘‘puffery’’ contained in typi- 
cal representations like ““Make big money!” 
or “Opportunity of a lifetime!’ While such 
“puffing” claims suggest a profitable oppor- 
tunity, they do not carry the same aura of 
authenticity that specific figures or specific 
facts carry, and are less likely to cause a 
reasonable prospective franchisee to invest. 
See Pfizer, Inc., 81 F.T.C. 23, 64 (1972). 


and AICPA 
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tations are frequently misleading. The 
rule sets certain standards for such 
claims and requires the disclosure of 
information to enable the prospective 
franchisee to judge for himself the 
weight to be given the claim. 

c. Representations made 
media. 

Paragraph (e) concerns representa- 
tions made in the media which state a 
specific level of sales, income or profit 
(either actual or potential), for exist- 
ing or prospective outlets, or which 
state facts which suggest such a 
level.**? The record shows that such 
claims have a particularly serious po- 
tential for deception because they are 
the principal means by which franchi- 
sors recruit prospective franchisees. *** 
There are, however, a number of dif- 
ferences between representations 
made in the media and those made in 
“point-of-sale’’ circumstances that re- 
quire a slightly different treatment 
than that used in paragraphs (b) and 
(c), as discussed in detail below. 

The Commission stresses that the 
rule applies to all representations 
(oral, written, or visual) by a franchi- 
sor or franchise broker of the type de- 
scribed therein. The International 
Franchise Association suggested that 
the rule cover only written representa- 
tions of the franchisor since IFA be- 
lieves that coverage of oral representa- 
tions will make compliance difficult 
for franchisors due to the difficulty in 
preventing the acts of ‘overzealous 
salespersons.” *%° Nevertheless, the 
Commission believes that permitting 
oral representations to go uncovered 
by the rule would invite serious mis- 
representations of the type document- 
ed on the record.*” Although compli- 
ance by franchisors may therefore be 
somewhat more difficult than if the 
rule had been limited in application to 
written earnings representations, it 
has been structured so as to allow 
such compliance in a_ reasonable 
manner. ** 


in the 


7 Paragraph (e) is intended to cover rep- 
resentations made for general dissemination 
and includes claims made in all types of 
media: radio, television, newspaper, and any 
other forum other than that of a ‘“‘point-of- 
sales” circumstance with a _ prospective 
franchisee. This would not include claims 
which are not made for general dissemina- 
tion, e.g., the submission of forecasts or his- 
torical statements to banks or the Small 
Business Administration as part of obtain- 
ing financing for the franchisee. 

*s*See the discussion in Chapter III, supra. 
The NICB Report, for example, states that 
newspaper advertising is the most effective 
form of franchisee recruitment. R. IT, 1459. 

*9R. V, 2072-3. 

‘See Purse, R. VI, 1053, and Kennedy, R. 
VI, 2116. For related franchise complaints 
relating to oral misrepresentations by 
franchisors and their representatives, see 
also e.g., 181, 193, 336, 488, 502, 546-552, 555, 
569, 578, 626, 641, 645, 647, 662, 676, 690, 817, 
881, 949, and 964. 

‘81 A number of Commission orders, for ex- 
ample, place companies under an obligation 
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2. Criteria for Representations 

a. Geographic relevance, reasonable 
basis and substantiation—Sections 
436.1(0)(1)-(2), (e)(1)-(2), (e)(1) 

(1). Reasonable basis. 

All three types of representations— 
forecasts, historical data, and media 
claims—are required to have a “rea- 
sonable basis’”’ when made. In addition, 
the franchisor must possess at the 
time it makes the claim material 
which constitutes a reasonable basis. ‘**” 
The “reasonable basis” standard has 
been adopted in response to a variety 
of comments concerning related provi- 
sions in the original *%° and revised pro- 


to police their saies personnel on pain of a 
civil penalty action if such “policy” is not 
adequate. See, e.g., GAC Corp., 84 F.T.C. 163 
(1974); Peel-O-Matique, Inc., 83 F.T.C. 1483 
(1974); Hearst Corp., 82 F.T.C. 1792 (1973); 
Interstate Publishers Service, 82 F.T.C. 364 
(1973); Key Learning Systems, 81 F.T.C. 296 
(1972); and, AAMCO Automatic Transmis- 
sions, 77 F.T.C. 1559 (1970). 


42 The requirement that franchisors have 
in their possession at the time they make a 
representation, ‘“‘substantiating’’ material 
which constitutes a reasonable basis for the 
claim derives from § 436.1(c) of the first pro- 
posed rule (app. B hereto), § 436.1(b)(5) and 
(c) of the revised proposed rule (app. C 
hereto), and the Commission’s opinion in 
Pfizer, Inc., 81 F.T.C. 23 (1972). As noted in 
Chapter III, the Commission found in Pfizer 
that “it is an unfair practice in violation of 
the Federal Trade Commission Act to make 
an affirmative product claim without a rea- 
sonable basis for making that claim.” 81 
F.T.C. 23, 62 (1972). The Commission in 
Pfizer clearly indicated that the materials 
constituting a reasonable basis must exist 
before the time the representation is made. 
See 81 F.T.C. at 64. For an analysis of the 
application of Pfizer to unfair practices in 
the marketing of franchises, see the discus- 
sion in Chapter III, supra. 

#8 Paragraph (c)(1) of the first proposed 
Rule, (app. B hereto), required representa- 
tions to be based on the average earnings of 
franchised (as opposed to company-owned) 
outlets over the previous year. Paragraph 
(c)(2) also required franchisors making fore- 
casts to disclose (if such was the case) that 
no franchised outlets had been in operation 
during the preceding fiscal year. Both of 
these provisions were attempts to restrict 
representations to those which were sup- 
ported by materials (e.g., existing franchi- 
see’s income statements) demonstrating a 
reasonable basis for the representations. 
Comments on these provisions objected to 
being limited to this one type of representa- 
tion, since other types of claims could be 
made that would also be informative and 
reasonably based. In addition, the com- 
ments noted that the use of “averages” in 
itself could be misleading given the wide 
range of sales, income and profits even 
among individual franchisees of a single 
franchise system. See, e.g., comments of 
Kentucky Fried Chicken, R. V, 2174; Budget 
Rent-A-Car Corp. of America, R. III, 1217; 

art Industries, Inc., R. III, 258; General 
Foods Corp., R. III, 1182; National Associ- 
ation of Manufacturers, R. III, 1120; Road- 
way Inns of America, R. III, 1488; Lums, 
Inc., R. III, 1561; Martin Sales, R. III, 1643; 
Raymond Corp., R. III, 93; International 


posed rule.**%* What constitutes a ‘“‘rea- 
sonable basis” for a representation 
necessarily depends on the nature of 
the representation itself. As noted by 
the Commission in Pfizer: 

{t]he question of what constitutes a rea- 
sonable basis is essentially a factual issue 
which will be affected by the interplay of 
overlapping considerations such as (1) the 
type and specificity of the claims made, e.g., 
safety, efficacy, dietary, health, medical; (2) 
the type of product, e.g., food, drug, poten- 
tially hazardous consumer product, other 
consumer product; (3) the possible conse- 
quences of a false claim, e.g., personal 
injury, property damage; (4) the degree of 
reliance by consumers on the claims; (5) the 
type, and accessibility, of evidence adequate 
to form a reasonable basis for making the 
particular claims. ** 

The three types of representations 
about franchise sales, income, or prof- 
its—forecasts, historical data, and 
media claims—are each likely to re- 
quire different types of information to 


Franchise Association, R. III, 989; Norris, 
U.S. Chamber of Commerce, Tr. 619, and R. 
III, 1097; Miller, Ramada Inns, Tr. 841; 
Hughes, Robo-Wash, Inc., Tr. 101; Cut & 
Curl, R. III, 290; and Sears-Roebuck & Co., 
R. III, 1686. Furthermore, under the first 
proposed rule, franchisors would have been 
required to possess substantiation for all ad- 
vertising claims. The Commission received a 
number of negative comments concerning 
the scope of that provision. For example, 
Professor Donald Thompson of York Uni- 
versity testified as follows: ‘“* * * how does 
one substantiate good working conditions or 
pride of ownership or respected place in the 
community, or even hours of work * * *” 
(Tr. 301). Philip Zeidman, an attorney for 
the International Franchise Association, 
asked how you would substantiate such 
claims as ‘“‘be your own boss.” (R. III, 1003, 
and Tr. 94). See also American Oil Co., R. 
III, 1044; Standard Oil of California, R. III, 
441, and United States Chamber of Com- 
merce, R. II, 4820. 

494 Section 436.1(c) of the revised proposed 
rule (app. C hereto), prohibited a franchisor 
from making “any representations with re- 
spect to sales, income, or profits made by 
franchisees, unless such sales, income, or 
profit amounts are reasonably likely to be 
achieved by the person to whom the repre- 
sentation is made.” While this attempt to 
articulate the meaning of the “reasonable 
basis” standard recognizes that a reasonable 
basis is determined on a case-by-case basis 
and that it is a question of fact, a number of 
franchisors objected that the provision 
would place an impossible burden on 
franchisors to ‘assure’ franchisees that 
forecasts would accurately reflect the actual 
future performance of prospective franchi- 
sees. See, e.g., International Franchise Asso- 
ciation, R. V, 2072; Coolidge, Wall et al., R. 
V, 532. The Commission concurs with the 
S.E.C. that “* * * even the most carefully 
prepared and thoroughly documented pro- 
jections may prove inaccurate.” S.E.C. Re- 
lease No. 5699 (Apr. 23, 1976), at 2. The ten- 
tative nature of forecasts inherently negates 
perfect accuracy and therefore the Commis- 
sion does not believe that a franchisor 
should be held liable where forecasts which 
meet the rule’s criteria are not actually 
achieved. 


*° 81 F.T.C. 23 at 64 (1972). 
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meet the reasonable basis and substan- 
tiation standards. 

(i) Historical Data. Representations 
about past performance of existing 
outlets bear the most similarity to the 
type of product performance claims 
examined by the Commission in 
Pfizer. Such representations make as- 
sertions about the performance—e.g., 
earnings history—of a particular prod- 
uct (i.e., an income-producing opportu- 
nity) that the person making the rep- 
resentation is attempting to market. 
By requiring such representations to 
have a reasonable basis demonstrated 
by substantiating material, the Com- 
mission is simply stating that the 
product must in fact have performed 
as represented. Furthermore, the facts 
should conform to the meaning of the 
representation as it is understood by 
the reasonable person. For example, a 
representation that one system's 
franchisees earned a net profit of 
$30,000 in the last year clearly implies 
that a $30,000 profit is representative 
of the usual experience of that sys- 
tem’s franchisees. The claim would 
not have a reasonable basis if, in fact, 
only a small minority of franchisees 
earned $30,000 or profits were due to 
unusual conditions, or the franchisees 
used different systems for reporting 
income.‘ The facts in the franchisor’s 
possession must reasonably support 
the representation as it is likely to be 
understood.** Similarly, a franchisor 
would not have a reasonable basis for 
the claim illustrated above if the only 
facts available to it were the income 
statements of a small portion of the 
system’s franchisees. The facts in the 
franchisor’s possession must objective- 
ly support the claims of past perform- 
ance. *%9 


46 See generally National Dynamics Corp., 
82 F.T.C. 488 (1973), remanded in part, 492 
F. 2d 1333 (2d Cir. 1974), modified 85 F.T.C. 
391 (1975), reconsideration 85 F.T.C. 1053 
(1975). 

TAs indicated in the discussion on 
§ 436.1(c(4), infra, serious questions have 
been raised about the accounting practices 
of individual franchisees. The rule requires 
that claims of past performance be based on 
underlying data which have been prepared 
in accordance with generally accepted ac- 
counting principles. 

8 As the Commission noted in Pfizer, 81 
F.T.C. 23, at 64, what constitutes a “reason- 
able basis” depends, in part, on the disclo- 
sures of the assumptions and basis that ac- 
company the claim. To the degree that ac- 
companying disclosures modify the appar- 
ent meaning of the claim to conform it toa 
claim which is reasonably supported by the 
data, the capacity of the claim to mislead is 
reduced. Franchisors, however, should take 
care to avoid representations which need a 
good deal of disclosure to make them not 
misleading, particularly where, as in media 
advertising, the opportunity to disclose as- 
sumptions is limited. See generally the dis- 
cussion below relating to the disclosure of 
material basis and assumptions required by 
paragraphs (b)(3), (c(3), and (e)(2). 

By “objectively,” the Commission 
means that the tests or data upon which the 
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(ii) Forecasts. A forecast of a pros- 
pective franchisee’s sales, income, or 
profits is not lacking in a reasonable 
basis simply because the forecasted re- 
sults are not subsequently achieved.” 
The inherent weakness of forecasts 
necessarily means that “even the most 
carefully prepared and thoroughly do- 
cumented projections may prove inac- 
curate.’’>°! Because of the importance 
of such forecasts to prospective 
franchisees and the serious economic 
injury which can result from reliance 
on inadequate forecasts, however, the 
rule requires such forecasts to be pre- 
pared with a high standard of care.°” 
A forecast must be based on facts in 
the franchisor’s possession which pro- 
vide a reasonable basis for the conclu- 
sion that the forecasted outcome is 


franchisor bases his claim ought to be able 
to be independently examined and verified. 
While financial information is by its nature 
less ‘‘objective’”’ than the types of product 
performance claims dealt with in Pfizer, 
generally accepted accounting principles 
can define the standards by which such in- 
formation will be judged. See the discussion 
on accounting principles, infra, concerning 
paragraph (c)(4). 

50Tn Release No. 5699 (Apr. 23, 1976), the 
Securities and Exchange Commission noted 
that: 

The Commission is of the view that rea- 
sonably based and adequately presented 
projections should not subject issuers to lia- 
bility under the federal securities laws, even 
if the projections prove to be in error. 

The S.E.C. position is in accord with deci- 
sions of a number of cases decided under 
the securities laws. See e.g., Marx v. Com- 
puter Service Co., 507 F. 2d 485, 489 (9th 
Cir. 1974); G & M, Inc. v. Newbern, 488 F. 2d 
742 (9th Cir. 1973); Beecher v. Able, 374 F. 
Supp. 341 (S.D.N.Y. 1974); Dolgow v. Ander- 
son, 53 F.R.D. 664 (E.D.N.Y. 1971). 

501S.E.C. Release No. 5699 (Apr. 23, 1976) 
at 2. As noted in the AICPA Statement, 
supra note 467, at 5: 

“A financial forecast is based on assump- 
tions representing management’s judgment 
of the most likely circumstances and events 
and its most likely course of action. Assump- 
tions are the single most important ingredi- 
ent of a financial forecast. However, regard- 
less of the amount of study or analysis, 
some assumptions inevitably will not mate- 
rialize.” 

52 Cf. Beecher v. Able, 374 F. Supp. 341 
(S.D.N.Y. 1974) where the court noted (at 
348): 

“Forecasting is an art and the weight to 
be attached to the many variables which 
should be considered in assessing a corpora- 
tion’s future prospects is largely a matter of 
judgment. However, investors are likely to 
attach great importance to income projec- 
tions because they speak directly to a corpo- 
ration’s likely earnings for the future and 
because they are ordinarily made by persons 
who are well-informed about the corpora- 
tion’s prospects. Therefore, in view of the 
policy of the federal securities laws of pro- 
moting full and fair disclosure, a high stand- 
ard of care must be imposed on those who, 
although not required to do so, nevertheless 
make projections.” 

See also the discussion in Chapter III, 
supra. 


59687 


highly probable to be realized.6" A 
forecast which meets this standard 
and otherwise meets the requirements 
of the rule has a reasonable basis even 
if it subsequently proves to be.inaccu- 
rate. 

The rule does not limit the types of 
forecasts which may be made, al- 
though what constitutes a ‘reasonable 
basis’’ will differ for different types of 
forecasts. Franchisors may choose, for 
example, to forecast a specific figure 
of income, sales, or profit for a partic- 
ular period in the future for the pros- 
pective franchisee. Alternatively, it 
may present such information accom- 
panied by ranges or probabilistic state- 
ments** although a forecast presented 


53 Tn the securities area, this standard has 
found support in S.E.C. pronouncements. 
See, e.g., Release No. 5699 (Apr. 23, 1976) 
and Proposed Guide 62 “Disclosure of Pro- 
jections of Future Economic Performance,” 
both setting out a “reasonable basis” Stand- 
ard and case law. See cases cited in note 500, 
supra. In Beecher, supra note 500, defendant 
Douglas Aircraft filed a prospectus with the 
S.E.C. containing an earnings forecast 
which the court interpreted as a prediction 
that Douglas would “break even” in fiscal 
1966. After Douglas sustained significant 
subsequent losses for that year, plaintiff, a 
purchaser of defendants’ bonds, brought 
suit alleging that the forecast was an 
“untrue statement of material fact” in viola- 
tion of §11 of the Securities Act of 1933, 15 
U.S.C. §77k. Plaintiff also alleged that 
Douglas omitted to state material facts in 
the prospectus which were necessary to 
make the forecast not misleading. The 
Court found against Douglas, holding (374 
F. Supp. at 348): 

“fA) earnings forecast must be based on 
facts from which a reasonably prudent in- 
vestor would conclude that it was highly 
probable that the forecast would be real- 
ized.” 

While the court found that Douglas had 
some basis for believing that it would break 
even (Id. at 348), it found from other facts 
that “a reasonably prudent bond purchaser 
would not have concluded, from the facts 
available to Douglas’ management at the 
time the prospectus was issued, that it was 
highly probable that the forecast would be 
satisfied in that substantial losses would be 
avoided * * *.” Id. at 349-50. 

The Ninth Circuit has articulated a simi- 
lar standard in a securities case. In Marr v. 
Computer Services Co., 507 F. 2d 485 (1974), 
the piaintiff alleged that an earnings fore- 
cast made by an officer of the defendant's 
company was an untrue statement in viola- 
tion of Rule 10b-5. Construing the forecast 
as a representation that it was the manage- 
ment’'s informed and reasonable belief that 
the earnings would be as stated at the end 
of the forecast period, the Court held that 
such a forecast would be “untrue” when 
made if the defendant (Id. at 485): 

“* * * did not then believe earnings would 
be in that amount or knew that there was 
reason to believe they would not be. In addi- 
tion, because such a statement implies a rea- 
sonable method of preparation and a valid 
basis, we believe also that it would be 
“untrue” absent such preparation or basis.” 

504 A forecast could, for example, indicate a 
range of sales likely to be achieved in a 

Footnotes continued on next page 
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solely in terms of ranges could be mis- 
leading.» A forecast may take the 
form of projected financial statements 
for specific future periods.*° In per- 


Footnotes continued from last page 
given period. As noted by the S.E.C. in Re- 
lease No. 5699 (Apr. 23, 1976) at 2: 

“In weighing the advantages and disad- 
vantages of disclosing projections and in de- 
termining the period and format of projec- 
tions, management should not be guided 
solely by its ability to forecast a single net 
income figure. Investors may be provided 
with useful information by the presentation 
of ranges or alternative estimates based on 
various assumptions about future events. In 
addition, an important benefit from such 
disclosures may arise from the systematic 
analysis of variances between projected and 
actual results on a continuing basis, since 
such disclosure may highlight for investors 
the most significant risk and profit sensitive 
areas in a business operation.” 

The AICPA Statement, supra at 467, notes 
at 4, that: 

“The tentative nature of a financial fore- 
cast would be emphasized if the single most 
probable result for key measures (e.g., sales 
and net income) was supplemented by 
ranges or probabilistic statements, and the 
presentation of such information is encour- 
aged.” 

In most circumstances, however, ranges 
and probabilistic statements should accom- 
pany specific amounts representing the 
single most probable forecasted result. See 
AIPCA Statement, supra, at 4. Franchisors 
are in the best position to determine the 
single most probable result, and this burden 
should not ordinarily be passed on to pros- 
pective franchisees. In addition, estimates of 
the single most probable result also facili- 
tate comparison between the forecast and 
later historical resuits. See AICPA State- 
ment, supra, at 4; and AICPA Guidelines, 
supra, at 8. Furthermore, forecasts would 
become meaningless if the ranges are al- 
lowed to grow too large. See Accountants 
International Study Group, Published 
Profit Forecasts, (1974), at 31. Nevertheless, 
the Commission encourages the use of 
“ranges” or probabilistic assessments where 
such will help prospective franchisees un- 
derstand the tentative nature of the fore- 
cast and the risks of relying on it. 

55 As stated in the AICPA Statement, 
supra at 4: “While a range informs the user 
of the probabilistic nature of the forecast, 
expressing a financial forecast solely in 
terms of ranges could result in the user’s at- 
tributing an unwarranted degree of reliabil- 
ity to the forecast ranges, ‘because many 
users might assume (a) that a range repre- 
sented the spread between the best possible 
result and the worst possible result or (b) 
that the range was based on a scientifically 
determined interval.” 

56The AICPA Statement takes the posi- 
tion that “financial forecasts preferably 
should be presented in the format of the 
historical financial statements expected to 
be issued * * * e.g., statements of financial 
position, results of operation, and changes 
in financial position. While such documents 
are often prepared for financing and bud- 
geting purposes, requiring their use would, 
in the Commission’s view, unnecessarily re- 
strict the form of forecast to be used by 
franchisors and impose unnecessary costs. 
Nevertheless, such documents are often 
very informative and would facilitate com- 
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mitting the franchisor discretion to 
make different types of forecasts, the 
Commission recognizes, as noted by 
the American Institute of Certified 
Public Accountants, that: 


Many different forecasting techniques 
and methods are available. The relevance of 
a particular technique for forecasting for a 
given enterprise at a given point in time 
must be determined largely in a case-by-case 
basis, depending on the specifics of an indi- 
vidual situation.*” 


In identifying some factors below 
which may constitute elements of a 
reasonable basis for forecasts, the 
Commission has not attempted to rig- 
idly define “reasonable basis,’ but 
merely intends to provide illustrations 
of the types of considerations which 
are relevant. The “state of the art” of 
forecasting precludes any inflexible 
approach to the definition of a reason- 
able basis.°* 

One factor which contributes to a 
reasonable basis is the quality of infor- 
mation which the forecast is based 
upon, and the degree to which that in- 
formation represents the best informa- 
tion reasonably available to the 
franchisor at the time the forecast was 
made.®*” A franchisor with historical 


parison with subsequent historical oper- 
ations, and the Commission would encour- 
age their use. 

57 AICPA Guidelines, supra at 6. The 
franchisor is not precluded from providing 
the prospective franchisee with other non- 
deceptive forecasts of information not in- 
cluded within the scope of paragraphs (b)- 
(e). See § 436.1(a)(21). Such other informa- 
tion might include, for example, projected 
market demand for the franchised goods or 
services, forecasted cost differentials be- 
tween the wholesale and average retail sale 
price of the franchised good, etc. If such 
other facts suggest a specific level of sales, 
income, or profits, however, they are subject 
to the provisions of paragraph (b)-(e). 

°6The indicants of a reasonable basis 
noted in the Commission's opinion in Pfizer, 
81 F.T.C. 23, at 64, apply to forecasts in a 
different manner since a forecast is a predic- 
tion of uncertain future performance, not a 
representation about past performance that 
can be objectively verified. But the forecast- 
ing process itself is subject to independent, 
objective verification. While the forecast 
need not be accurate in the same manner as 
a product performance claim must be accu- 
rate, the forecasting process itself must be 
reasonable so that it does not impose an 
unfair economic gamble on the franchisee. 

5°°Cf. AICPA Guidelines, supra at note 
467. The Guidelines set out a number of 
principles that govern the preparation of fi- 
nancial forecasts. Of particular importance 
with respect to the factor of the quality of 
the data is Guideline No. 4: 

“A financial forecasting system should 
provide for seeking out the best information 
from whatever source, reasonably available 
at the time. 

“Information relevant to a forecast comes 
from many sources, both within and outside 
an organization. An effective forecasting 
system should provide for searching out in- 
formation: relevant to a forecast to achieve 
the best, most reliable information reason- 
ably available. 


experience of operating franchise out- 
lets, for example, has a better quality 
data base from which to draw informa- 
tion about forecasts than a new 
franchisor. Similarly, financial infor- 
mation from franchisees which is not 
prepared in accordance with account- 
ing principles does not have the same 
quality as audited financial state- 
ments. An analysis of market demand 
for 8 years in the future is not likely 
to be as accurate as a market analysis 
for the forthcoming year. The data on 
which the forecast is based must be of 
adequate quality to support the fore- 
cast made, and limitations on the data 
must be duly noted in the earnings dis- 
closure statement.*'° Similarly, a fore- 


“The acquisition of information ordinarily 
involves a cost. This cost should be commen- 
surate with the anticipated benefits to be 
derived from the information. For example, 
the cost of making a survey may far exceed 
any potential benefit, even though the 
survey might provide the most precise infor- 
mation available. This guideline does not re- 
quire the acquisition of information regard- 
less of cost, although it does not eliminate 
the requirement merely because it may be 
costly. 

“A forecast can only be based on informa- 
tion available at the time it is prepared. 
Often information permitting a more accu- 
rate forecast becomes available only after a 
forecast has been completed or disclosed or 
after the forecast period has expired. The 
fact that information exists does not neces- 
sarily mean that it is available to the fore- 
casters. 

“Various sources of information involve 
different degrees of reliability. The reliabil- 
ity of the basic data should be considered in 
the forecasting process. 

“A key consideration in the preparation of 

a financial forecast is the use of an appro- 
priate level of detail. In certain situations 
the use of more detail may improve the reli- 
ability of a forecast. For example, forecast- 
ing sales by product line instead of in the 
aggregate may improve the sales forecast, 
especially when the products are sold in dif- 
ferent markets. However, situations also 
exist where the use of less detail or a more 
aggregated approach will improve reliabil- 
ity. For example, forecasting the cost of 
sales for a manufacturer of thousands of in- 
dividual items may be done more effectively 
in groups than by individual item.” 
_ Cases which have addressed the “reason- 
able basis’ of forecasts in securities matters 
have included the quality of data available 
as a factor to be considered. In Beecher v. 
Able, 374 F. Supp. 341, 348 (S.D.N.Y. 1974), 
the court noted that one of the ‘factors 
bearing on the reasonableness of a forecast” 
included “facts not known to the manage- 
ment which were accessible in the exercise 
of reasonable care.” In finding that the 
forecasts used by Monsanto Co. were rea- 
sonably prepared, the court in Dolgow v. An- 
derson, 53 F.R.D. 664, 678 (E.D.N.Y. 1971) 
noted, inter alia, that the forecast was con- 
sistent with internal documents which were 
“based upon the best data available at the 
time of the statements.” 

5STf the quality of the data is likely to 
have an impact on the probability of attain- 
ing the forecasted result, that fact should 
be noted in the disclosure document re- 
quired by paragraphs (b)(2), (c)(2) or (e)(6). 

Footnotes continued on next page 
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cast is less likely to have a reasonable 
basis when it relies on information 
that is of a poorer quality than infor- 
mation which could have been reason- 
ably obtained. 

Another indicant of a ‘reasonable 
basis” is whether the forecast is the 
single most probable resuit*" given the 
information and assumptions on 
which the representation is based. If 
there is a significant doubt that the 
representation is the single most likely 
outcome, the less likely it is that the 
facts and assumptions constitute a rea- 
sonable basis for the representation.*! 
The American Institute of Certified 
Public Accountants includes _ this 
factor in its Guidelines for Systems for 
the Preparation of Financial Fore- 
casts.* If, for example a franchisor 
cannot predict, on the data available 
to him that there will be one outcome 
rather than another, such data is not 
likely to be a reasonable basis for a 
prediction of a certain result. A critical 
factor, related to both indicants noted 
above, is the degree to which the as- 
sumptions on which the forecast is 
based are, in themselves, reasonable 
and suitably supported.*' As noted in 
the AICPA Guidelines, ‘‘falssumptions 
are the essence of forecasting and are 
the single most important ingredient 
of a financial forecast.’’ While maieri- 
al assumptions must be disclosed® 
they must also be reasonable and sup- 
ported in and of themselves. Assump- 
tions which are likely to have the most 


Footnotes continued from iast page 

For a fuller discussion of the types of as- 
sumptions and basis for the representation 
that must be disclosed, see text relating to 
paragraphs (b)(3), (c)(3), and (e)(2), infra. 


‘''The phrase “most probable’’ means 
that the forecast is based on the franchi- 
sor’s judgment of the most likely set of con- 
ditions and its most likely course of action. 
See AICPA Guidelines, supra at 3. 

‘Note that one of the factors bearing on 
the reasonabieness of a forecast, in the view 
of the court in Beecher, supra note 500, is 
the ‘‘doubts expressed by persons engaged 
in the process of review.” 374 F. Supp. at 
348. While such doubts must be disclosed 
(perhaps in terms of ranges or probabilistic 
statements), disclosure does not cure a claim 
which is not based on facts which indicate 
that it is reasonably likely to be achieved. 

‘3 See Guideline No. 1, AICPA Guidelines. 

**For an example of a forecast which 
relied on assumptions which were not ap- 
propriately supported by available data, see 
Beecher, supra note 500. The court therein 
found that defendant Dougias Aircraft had 
“some” reason to believe that it would not 
have substantial losses in fiscal 1966, but 
that the critical assumptions behind the 
“break even” forecast were not supported 
by a reasonable basis. The conditions which 
were responsible for Douglas’ losses were 
generally beyond Douglas’ control, and 
therefore Douglas had no reason to believe 
on the facts available to it that it would be 
able to achieve cost reductions in order to 
achieve the forecasted break-even results. 
See 374 F. Supp. 341, 351. 

‘1° See paragraphs (b)(3), (c)(3), and (e)(2). 
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impact on the forecast, if incorrect, 
are those which should be most care- 
fully supported. Appropriate evidence 
to support the assumption may in- 
clude, among other sources, historical 
data,*'* market studies, data from sec- 
ondary sources, and other evidence 
which a reasonable person would rely 
upon in the conduct of his own affairs. 

The means by which a forecast is 
prepared are as critical to establishing 
a reasonable basis as are the informa- 
tion and assumptions on which the 
forecast is based. A forecast should be 
prepared with appropriate care and by 
qualified personnel.*”’ As stated in the 
AICPA Guidelines, at 9: 


516The importance of historical data to 
any forecast is manifest. Forecasts about 
earnings or income depend upon critical as- 
sumptions about demand, labor costs, site 
availability, market saturation, operating 
costs and a host of other factors. In the ab- 
sence of prior franchising experience, infor- 
mation supporting such assumptions is 
likely to be weak. For this reason, the first 
proposed rule required franchisors without 
prior operating experience to disclose that 
projections were merely estimates and that 
“no franchisee has been in business long 
enough to indicate what, if any, actual earn- 
ings or profits may result.’ For a compara- 
ble provision in the present rule, see para- 
graph (e)(5). The revised proposed rule (ap- 
pendix C hereto), directly prohibited projec- 
tions where franchisors lacked sufficient op- 
erating data to indicate future performance. 
See the discussion in note 494, supra. Fur- 
ther, the revised proposed rule prohibited 
projections which were in excess of results 
actually achieved by existing outlets. Based 
on its analysis of the record, the Commis- 
sion is satisfied that historical data is an im- 
portant element in determining whether a 
forecast is supported by a reasonable basis. 
The Commission, however, is not satisfied 
that there is adequate record evidence to 
support a finding that there can be no rea- 
sonable basis without prior experience, jus- 
tifying a ban on forecasts as proposed in the 
revised proposed rule. In contrast, both the 
S.E.C. (in Release 5699) and the AICPA (in 
the Statement and Guidelines) agree that 
prior operating experience is not necessarily 
required. Cf. Accountants International 
Study Group, Published Profit Forecasts 
(1974) 24, which states that “published fore- 
casts may not be appropriate for new busi- 
nesses * * * due to the inherent danger of 
inaccurate forecasting in such circum- 
stances.” While the Commission acknowl- 
edges the view that it is possible to have a 
reasonable basis without prior operating ex- 
perience, such would be the exceptional 
case. 

Section 19(c)(4) of the Uniform Franchise 
Offering Circular (appendix A hereto) pro- 
hibits franchisor forecasts without prior op- 
erating experience. This prohibition would 
not be “inconsistent” with the rule since it 
is designed to provide greater protection to 
prospective franchisees than that afforded 
by the rule, and accordingly would not be 
preempted by the rule. See the discussion 
relating to Note 2, infra. 


517The court in Dolgow v. Anderson, supra 
note 500, gave great weight to the care with 
which Monsanto Co. prepared projections. 
See the discussion at 53 F.R.D. 664-676, 
which is summarized at 676: 
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Appropriate care requires that diligence 
and proper attention be exercised to ensure 
that the forecast is as reliable as reasonable 
under the circumstances. The forecast 
should be honestly and objectively prepared 
in good faith with neither undue optimism 
nor pessimism. 


The degree to which a franchisor 
has successfully forecasted results in 
the past also contributes to the rea- 
sonableness of its present forecasts. 
By comparing forecasts with subse- 
quent events *'* a franchisor is put on 
notice if the forecasts failed to ade- 
quately achieve the predicted re- 
sults.°'® Inaccurate forecasts may 
mean that material assumptions have 
been inadequately considered or that 
the forecasting system is otherwise 
flawed. 

(iii) Representations in the media. 
Representations of franchise sales, 
earnings, or profits made in the media 
may be either forecasts or statements 
of historical performance.*”° The fac- 


“Monsanto’s internal documents, includ- 
ing its Long Range Pian, Budgets, Budget 
Reviews, and Capital Appropriations Re- 
quests, were appropriately prepared and re- 
viewed, at all levels of Monsanto for the 
purpose of fairly and realistically reflecting 
Monsanto’s results and informed estimates 
of its future prospects. 

*“Monsanto’s management demanded that 
the internal documents and estimate be 
honest. The divisions made every effort to 
be accurate and honest in their forecast. 
The internal estimates were made honestly, 
were reasonable, and were the best esti- 
mates of the people in Monsanto most quali- 
fied to make them.” 

5 AICPA Guideline No. 9 provides that a 
financial forecasting system should include 
the regular comparison of the forecast with 
attained results. As stated therein, ‘‘The 
regular comparison of forecasted results 
with actual results provides a_ historical 
measure of forecasting success and may also 
be useful as an indication of the likely reli- 
ability of future forecasts. Regular compari- 
son with actual results and analysis of devi- 
ations also provide a basis for making im- 
provement in the forecasting methods and 
approaches.” 

519 Among the other evidence cited by the 
court in Beecher, supra note 500, was the 
failure of defendant Douglas’ previous fore- 
casts in 1966. The court stated, at 374 F. 
Supp. 350: 

“These continuous forecast failures, for so 
long a period of time, ie., half a year, 
should have put defendant on notice, at the 
time the prospectus became effective, either 
that its financial forecasting machinery was 
inadequate or, more likely in view of its suc- 
cess in forecasting income in prior years, 
that conditions in fiscal 1966 were so unset- 
tled as to make any projections uncertain.” 

The court, indeed, went on to find, at 354, 
that Douglas’ failure to disclose the failure 
of its prior forecasts violated Section 11 of 
the Securities Act of 1933 because it was an 
omission of fact needed to make the projec- 
tion not misleading. 

520 Neither the first proposed rule (appen- 
dix B hereto), nor the revised proposed rule 
(appendix C hereto), differentiated between 
representations made to prospective 
franchisees and those made in media adver- 

Footnotes continued 6n next page 
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tors which are indicative of a reason- 
able basis for each type of claim, as 
discussed above, would still be applica- 
ble when they are made in media ad- 
vertising. However, the peculiar limita- 
tions of the media format require spe- 
cial care in the presentation of repre- 
sentations, and in particular, forecasts. 

The media format will in most in- 
stances not allow for the full disclo- 
sure of material facts and assumptions 
upon which the representation is 
based.*?! To the degree that the repre- 
sentation made depends upon disclo- 
sure of such assumptions to render it 
nondeceptive, it is less likely to have a 
reasonable basis for its communicated 
meaning. Thus, representations which 
could have a reasonable basis in a 
point-of-sales context,**? where it could 
be accompanied by full disclosure, may 
not have a reasonable basis if present- 
ed in media advertising. Further, as 
noted above, disclosures are generally 
critical to make forecasts nondecep- 
tive. Since forecasts in the context of 
media advertising are not for a single, 
identified outlet (as in the point-of- 
sales context), additional disclosures 
will be necessary to indicate the basic 
assumptions and facts on which the 
forecast is based. These considerations 
suggest that direct forecasts in media 
representations are generally unlikely 
to have a reasonable basis.*”* 

(2) Substantiation. Paragraphs 
(b)(2), (c)(2), and (e)(1) of the rule re- 
quire a franchisor to possess materials 
which constitute a reasonable basis for 
representations about franchise sales, 
profits, or earnings.*** The rule also re- 


Footnotes continued from last page 

tising. The requirements of those proposals 
applied equally to claims about franchise 
sales, income, or profits, without respect to 
where or how they were made. The Commis- 
sion has separated media claims from 
“point-of-sale’”’ claims in view of the differ- 
ent problems posed by each context. The 
differences are noted at several places in the 
text, infra. 

i See however, § 436.1 (e3) through 
(e6) which require certain fundamental 
disclosures, discussed infra. 

522 See note 465, supra. 

°°3 Where the media format allows for full 
disclosure, however, the representation is 
more likely to have a reasonable basis. The 
Commission notes that as a practical matter 
most media formats preclude the disclosure 
of the detailed information required to 
make forecasts nondeceptive. This is not to 
say that it cannot be done, merely that 
franchisors, for marketing purposes, are un- 
likely to use such a format. 

‘The “substantiation” requirement is 
similar to the provision in the revised pro- 
posed rule (appendix C hereto), and is de- 
rived from the Commission's opinion in 
Pfizer, 81 F.T.C. 23 (1972). 

The Commission received very few com- 
ments on this section of the original or re- 
vised proposed rule. One franchisee stated 
that this provision was “‘very helpful” Bhav- 
nari, R. IV, 1429; another said it was “‘very 
important” McCarthy, R. IV, 623. Gerald 
Grenert, an attorney who represents 
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quires that this ‘“‘substantiating’’ mate- 
rial be made available to the Commis- 
sion or its staff upon reasonable 
demand, and, in the case of represen- 
tations made in “point-of-sales’’ cir- 
cumstances ** to prospective franchi- 
sees as well. The disclosure statement 
required by paragraphs (b)(2) and 
(c}2) must include a statement dis- 
closing that such material is available 
to the prospective franchisee. *¢ 

The issue of whether substantiating 
material should be made available to 
prospective franchisees was the sub- 
ject of a number of record comments. 
Jeffrey Bartell, Commissioner of Secu- 
rities for the State of Wisconsin, 
stated his belief that ‘“‘an exact copy of 
such substantiation [should] be left 
with the franchisees.’’**’? On the other 
hand, Chrysler Corp. stated that it 
“cannot agree that this material 
should be made available to prospec- 
tive franchisees or the Commission or 
its staff upon demand.”®** The Com- 


franchisees. argued that the disclosure 
statement itself should state that the pros- 
pective franchisee has the right to demand 
substantiation of claims R. IV, 1213. One 
franchisor, Mobil Oil stated at R. V, 2444 
that “it is impossible to have ‘substantia- 
tion’ for a projection. * * *” 

The Commission does not believe that this 
is so, and to adopt such a view would leave 
the Commission no alternative but to pro- 
hibit all projections. 

525 *Point-of-sales” circumstances refer to 
representations made directly to prospective 
franchisees. See note 465, supra. Claims 
made for general dissemination in the media 
are required to be supported by substantiat- 
ing material, but the material is not re- 
quired to be provided to persons other than 
the Commission or its staff. The Commis- 
sion has treated media claims differently in 
this regard in recognition of the substantial 
burden on franchisors which would result 
from requiring them to furnish substantiat- 
ing materials to all interested parties re- 
sponding to advertising. 

°6This requirement, not contained in the 
revised proposed rule, has been included to 
give prospective franchisees notice of their 
right to obtain substantiating materials. 
The disclosure places no added burden on 
affected franchisors. 

27R.V, 2623. 

°8R. V, 2387-8. Chrysler believes that 
such a requirement ‘‘could result in a 
franchisor violating contractual obligations 
it might have with others, including other 
franchisees, to retain financial information 
in confidence.” 

The second proviso to paragraphs (b)(2) 
and (c)(2) makes clear that a franchisor or 
franchise broker is not required to disclose 
to any prospective franchisee the identity of 
any specific franchisee, or information 
which is likely to lead to the disclosure of 
the franchisee’s identity. (Note, however, 
that this provision is not found in para- 
graph (e), relating to earnings claims made 
in the media, since franchisors are not re- 
quired therein to furnish substantiating ma- 
terial to prospective franchisees.’’ Further, 
the requirement to furnish prospective 
franchisees with substantiating material is 
triggered only by the making of a represen- 
tation covered by paragraphs (b) or (c), 


mission finds that the benefits to be 
derived from permitting those pros- 
pective franchisees who so wish to 
review the franchisor’s substantiation 
far outweigh speculative harms that 
could arise from such disclosure. The 
Commission believes it reasonable to 
require that such materials only be 
made available “upon reasonable 
demand” and has inserted such a 
clause into the rule as adopted. This 
represents a compromise between 
those interested persons who want the 
substantiating materials to be left 
with all prospective franchisees and 
those who do not want the material to 
be made available to any prospective 
franchisees. A similar requirement is 
found in the Uniform Franchise Offer- 
ing Circular.*9 

(3) Geographic Relevance. Represen- 
tations made in “point-of-sale” circum- 
stances are required by paragraphs 
(b)(1) and (c)(1) to be relevant to the 
geographic market in which the fran- 
chise is to be located.** In essence, the 
geographic relevance requirement is 
an element of a “reasonable basis” in 


which is entirely within the discretion of 
the franchisor. The commission therefore 
finds unconvincing arguments such as that 
of Chrysler Corp., noted supra. In addition, 
in order to prevent unfair leverage being ap- 
plied on franchisees by franchisors and by 
franchise brokers desirous of obtaining sub- 
stantiating information in order to make a 
projection, the Commission notes that no 
provision of the rule requires franchisees to 
produce such information. 

52°See paragraph 19(c)(8) of the UFOC, in 
Appendix A hereto. 

5°This requirement of geographic rel- 
evance has been included within §§ 436.1 (b) 
and (c) of the rule in response to comments 
on the public record. See, e.g., Ford Motor 
Co., R. V, 2394. In this regard, the Califor- 
nia Corporation Commission commented 
that difficulties in prediction often stem 
from the substantially dissimilar conditions 
which exist in various marketing areas, R. 
V, 1560. Metal Building Manufacturers’ As- 
sociation asked that the Commission not 
allow “comparisions with territories having 
entirely different compositions * * *”’ (R. V, 
2262); and Manpower stated at R. V, 2613, 
that “ * * * there are unique market condi- 
tions present in some franchise areas * * * 
which simply may not be capable of being 
compared to a potential franchisee. ” These 
comments reflect the need to refine the 
“reasonably likely to achieve” standard 
§ 436.1(c) of the revised proposed rule (Ap- 
pendix C hereto) and the related standard 
of § 436.1(c) of the first proposed rule (Ap- 
pendix B), discussed infra. In requiring that 
representations be relevant to the geograph- 
ic market in which the franchise is located, 
the Commission is attempting to make clear 
that the reasonable basis required by § 436.1 
(b)(2) and (c}(2) may well be a fluid con- 
cept—i.e., a projection which may be said to 
be reasonably based for one prospective 
franchisee may not be reasonably based for 
another prospective franchisee who is to be 
located-in a different geographic market, 
which may in turn present significantly dis- 
similar economic conditions from that of 
the first prospective franchisee. 
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that it helps to ensure that the repre- 
sentation reflects what the franchisee 
is likely to achieve. Representations 
made for general dissemination in the 
media, however, are not subject to this 
restriction because of the burden such 
a limitation would place on regional or 
national advertising. **! 

b. Accounting Principles. Para- 
graphs (c)(4) and (e)(2), require that 
the underlying data on which repre- 
sentations of past financial perfor- 
mances of existing outlets are based 
should be prepared in accordance with 
generally accepted accounting princi- 
ples.**? This requirement, found in the 
revised proposed rule, is addressed to 
the serious questions which have been 
raised on the record concerning the 
validity of franchisee financial state- 
ments which franchisors use as a basis 
for representations of sales, income, 
and profits.** A number of comments 
indicated that franchisee financial in- 
formation might not be prepared ac- 
cording to sound accounting prac- 
tices.*** According to the U.S. Depart- 
ment of Commerce, some franchisees 
might have a personal motive for re- 
porting minimal profits and each of 
course, could have his or her own ac- 
counting system.** Differences be- 


531 While comparable to §§ 436.1 (b)(2) and 
(c)(2), §436.1(e)(1) does not require that 
such representation be “relevant to the geo- 
graphic market in which the franchise is to 
be located’’—as per §§ 436.1 (b)(1) and (c)(1). 
This “geographical relevance’”’ criterion is 
not a part of § 436.1(e) since the type of rep- 
resentation which this provision seeks to 
regulate is not directed to any particular 
‘prospective franchisee,” but rather to a re- 
gional or national group of persons who 
may be interested in purchasing a franchise 
but who have made no personal contact 
with a franchisor or franchise broker 
(through telephone conversations, letters, 
personal meetings, etc.) or with the agent, 
representative, or employee of such person. 

532 See generally the discussion in Account- 
ing, Vol. 3, American Institute of Certified 
Public Accountants (AICPA) and AICPA 
Professional Standards—Ethics Bylaws. The 
requirement that underlying data be pre- 
pared in accordance with generally accepted 
accounting principles does not necessarily 
require franchisee financial statements to 
be audited. It does require, however, that in- 
formation on which the representation is 
based must be prepared on a unifom basis 
and consistently applied, to make any aggre- 
gation of such data meaningful. See 
§§ 1024.23-.33 of AICPA Accounting, supra. 

533 See, e.g., Daly Restaurants, Inc., R. III, 
182; Ford Motor Co., R. III, 656; Kamp- 
grounds of America, Inc., R. III, 227; Team 
Central, Inc., R. III, 354; Zeidman, Interna- 
tional Franchise Association, Tr. 88; 
Thomas All-Pro Enterprises, Tr. 120. 

534See, e.g., American Institute of Certi- 
fied Public Accountants, Tr. 1670-71; Cut & 
Curl, Inc., R. III, 290; Kentucky Fried 
Chicken, Tr. 120. 

535. II, 4815: Robert E. Rhea stated that 
every effort is made to minimize profits or 
create small losses for tax purposes through 
management fees, salaries, pension plans, 
depreciation, owner salary, and draw, R. IV, 
753. 
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tween franchisees also occur due to 
such factors as variations in the draw- 
ing accounts of principals, fringe bene- 
fits of principals, salaries charged to 
income, and preparation of statements 
on a cash rather than an accrual 
basis. 5% 

To lessen the dangers inherent in 
the use of such data, the Commission 
in its revised proposed rule published 
the requirements that ‘‘such represen- 
tations and the underlying data have 
been prepared in accordance with gen- 
erally accepted accounting principles.” 
This requirement brought forth a 
number of positive comments®”? and 
no significant negative comments.**® 
Item 19 of the Uniform Franchise Of- 
fering Circular similarly requires his- 


torical data to be prepared in accord- * 


ance with accounting principles.**9 
Forecasts, however, are not required 
to be based on historical data prepared 
in accordance with generally accepted 
accounting principles in view of the 
fact that generally accepted account- 
ing principles applicable to forecasts 
have not been adopted by the account- 
ing profession. In determining wheth- 
er a forecast has a reasonable basis, 
however, the Commission will give 
weight to the degree to which the 
forecast has been prepared in accord- 
ance with standards that have been 
suggested by authoritative accounting 
bodies.**° Furthermore, accounting as- 


“936 See, e.g., Cut & Curl, Inc., R. III, 290; 
Professor Bruce J. Watker, University of 
Kentucky, Tr. 1711-2. 

537See, e.g., comments from Bell, Securi- 
ties Commissoner, State of Arkansas, R. V, 
1156, and Crown, Director, Consumer Pro- 
tection Division, New Mexico Attorney Gen- 
eral’s Office, R. V, 25, concerning the gener- 
al workability of this section. See also 
Krodel, R. V, 2594. 

5388Note, for example, that the Interna- 
tional Franchise Association, R. V, 2054, 
2069, the U.S. Chamber of Commerce, R. V, 
2248-97, the American Institute of Certified 
Public Accountants, R. V, 229-30, and the 
National Society of Public Accountants, R. 
V, 1979-83, did not comment adversely on 
this requirement; cf. Rosin, Florida Attor- 
ney General's Office, R. V, 1254-5. 

539 See Item 19(C)(3) in appendix A hereto. 
The requirement herein also applies to pro- 
jections or forecasts. For the reasons noted 
in the text, infra, however, the Commission 
has not chosen to require forecast to be pre- 
pared in accordance with generally accepted 
accounting principles. 

The Guidelines for the Preparation of the 
Uniform Franchise Offering Circular (Mid- 
west Securities Commissioners Association, 
July, 1977), contain an alternative Item 19 
which simply requires the disclosure of 
whether the data on which the historical 
statement of actual performance or the 
forecast was “received from outlets using 2 
uniform accounting method or system,” and 
“whether the statement was prepared on a 
basis consistent with generally accepted ac- 
countng principles.” 

540 See, e.g., AICPA Guidelines and AICPA 
Statement, cited supra note 467. It is the 
Commission’s view that these Guidelines 
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sumptions and methodology must be 
disclosed as part of the material basis 
and assumptions of any forecast. 

c. Disclosure of Bases and Assump- 
tions: Format and Timing. If a repre- 
sentation of franchise sales, earnings, 
or profits is made, paragraphs (b)(3), 
(c\(3), and (e)(2) require franchisors 
and franchise brokers**! to provide 
prospective franchisees with a written 
document which sets out the represen- 
tation made in detail along with the 
material bases and assumptions 
behind the representation. In addi- 
tion, the rule mandates certain disclo- 
sures and disclaimers to be in the dis- 
closure document and in media adver- 
tising, as discussed in detail below. 

The requirement to disclose the ma- 
terial bases and assumptions for earn- 
ings representations did not bring 
forth numerous comments.**2 The 
Commission believes, however, that no 
financial data, whether in the form of 
historical financial statements or fore- 
casts, can be free of potential ambigu- 
ity or possible misrepresentation 


unless the bases and assumptions 
behind such data are set forth. This 
approach finds support in Securities 
and Exchange Commission propos- 
als,*** authoritative accounting prac- 


presently represent the highest state of the 
art with respect to forecasts and should be 
carefully reviewed by franchisors who wish 
to make forecasts. The Commission notes 
that the Midwest Securities Commissioners 
Association has adopted a similar recom- 
mendation in the general instruction to 
Item 19 of the UFOC Guidelines. The Com- 
mision would also consider policies and pro- 
nouncements of the Securities and Ex- 
change Commission on the use of forecasts 
to be of great weight. 

541 The proviso following § 436.1(g), howev- 
er, states that the obligation to furnish the 
document to prospective franchisees may be 
discharged by either the franchisor or the 
franchise broker. 

542 The comments on the projection part of 
the revised proposed rule, however, ran the 
range from complete support (see, e.g.., 
Burger Chef, R. V, 2254) to complete con- 
demnation (see, e.g., Whittington, R. V, 
1147). In general, however. most comments 
included suggestions on ways to improve the 
rule, not to delete the requirement. Fuller, a 
franchisee, urged that the basis of sales pro- 
jections be positively identified, R. V, 1191. 
Such bases and assumptions must in any 
event be relevant to the geographic market 
in which the prospective franchisee is to be 
located, as discussed supra. 

543See Securities Act Release No. 5699 
(Apr. 23, 1976), for comments indicating the 
importance of such disclosures in making 
forecasts. As stated therein, forecasts or 
projections must be “presented in an appro- 
priate format and accompanied by informa- 
tion adequate for investors to make their 
own judgments.” Proposed Guide 62, issued 
for comment with the Release, provides 
that: 

“When management chooses to include its 
projections in a Commission filing, the dis- 
closures accompanying the _ projections 
should facilitate investor understanding of 
the basis for and limitations of projections. 

Footnotes continued on next page 
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tices,*** case law,** and the Uniform 
Franchise Offering Circular.*** 

(1) Materiality. The rule requires 
the disclosure only of “material” as- 
sumptions and facts. What is ‘“‘materi- 
al” necessarily depends on the type of 
the representation made. Representa- 
tions of the past performance of exist- 
ing outlets should be accompanied by 
the disclosure of the facts and assump- 
tions which are substantially likely to 
influence a prospective franchisee in 
his decision to enter into the franchise 
relationship.**7 Since a prospective 
franchisee is interested in past per- 
formance primarily as an indirect indi- 
cator of his own future performance, 
assumptions and facts bearing on the 
likelihood of the prospective franchi- 
see’s achieving similar earnings or 
income are required to be disclosed. 
Characteristics of‘ outlets upon which 
the representations are based which 
differ materially from that to be oper- 
ated by the prospective franchisee are 
facts which must be disclosed.*** Simi- 
larly, assumptions in the presentation 
of the data—such as accounting tech- 
niques and treatment—must be dis- 
closed to give the prospective franchi- 
see an adequate understanding of 


Footnotes continued from last page 

In this regard, the Division believes that in- 
vestor understanding would be enhanced by 
disclosure of the assumptions which in man- 
agement’s opinion are most significant to 
the projections or are the key factors upon 
which the financial results of the enterprise 
depend.” 

For representations in the form of histori- 
cal financial statements, of course, the 
S.E.C. has promulgated various rules and 
regulations relating to the disclosure of as- 
sumptions behind the statements. See, e.g., 
Regulation S-X, governing the preparation 
of financial statements. 

54 See, e.g., AICPA Guidelines, Guideline 
5; and AICPA Statement regarding the dis- 
closure of material assumptions behind 
forecasts. The concept of generally accepted 
accounting principles embodies the princi- 
ple that assumptions critical to the presen- 
tation of historical financial data must be 
disclosed. See AICPA Professional Stand- 
ards, Vol. 3 Accounting § 1024.34. 

5 See, e.g.. Marx v. Computer Science 
Corp., 507 F.2d 485 (9th Cir. 1974) and Bee- 
cher v. Able, 374 F. Supp 341 (S.D.N.Y. 
1974), for cases brought under the securities 
laws relating to disclosures necessary to 
make projections not misleading. 

°# See Item 19, Uniform Franchise Offer- 
ing Circular, at Appendix A hereto, and cf. 
Alternative Item 19, contained in the UFOC 
Guidelines. 

5*7See the definition of ‘‘materiality” at 
§ 436.2(n). 

5#8Such characteristics could include, for 
example, geographic location, type of loca- 
tion (free standing vs. shopping center loca- 
tion), degree of competition in the market 
area, time the outlets have been in oper- 
ation, services or goods sold, services sup- 
plied by the franchisor, and whether the 
outlets are franchised or company-owned or 
operated. See, e.g., the list of factors enu- 
merated in Alternative Item 19, UFOC 
Guidelines. 
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what the data in fact represents.** 
Where possible, the impact of alterna- 
tive assumptions should be disclosed.*° 

Forecasts generally require more 
complete disclosure of assumptions to 
prevent the representation from being 
misleading. Assumptions underlying 
the forecast must be disclosed if their 
“validity is sufficiently in doubt that a 
reasonably prudent investor, if he 
knew of the underlying assumptions, 
might be deterred from crediting the 
forecast.’’**' Guidance on the type of 
disclosures to be made may be gained 
from the AICPA Statement on the 
Presentation and Disclosure of Finan- 
cial Forecasts at 5-6, which states, in 
part: 


“Those assumptions should be disclosed 
which management thinks are most signifi- 
cant to the forecast or are key factors upon 
which the financial results of the enterprise 
depend. There ordinarily should be some in- 
dication of the basis or rationale for these 
assumptions. It would also be desirable for 
the disclosure to include an expression of 
the relative impact of a variation in the as- 
sumption when it would significantly affect 
the forecasted result. Frequently, basic as- 
sumptions that have enormous potential 
impact are considered to be implicit in the 
forecast. Examples might be conditions of 
peace, absence of natural disasters, etc. 
Such assumptions need be disclosed only 
when there is a reasonable possibility that 
the current conditions will not prevail. In 
such circumstances, to the extent practica- 
ble, the possible impact of a change in the 
assumptions should be disclosed. * * * Iden- 
tifying those assumptions which, at the 
time of preparation, appear to be most sig- 
nificant to the forecast or which are key 
factors upon which the financial results of 
the business depend requires the careful ex- 
ercise of good-faith judgment by manage- 


549Disclosures governing accounting treat- 
ment are mandated by generally accepted 
accounting principles. See generally AICPA 
Professional Code, Vol. 3, Accounting. 

59°Tf, for example, the franchisor’s inter- 
nal policies may be changed, the impact of 
that change on the representation should 
be indicated. Similarly, if a franchisor is 
aware (or should reasonably know) that 
some external factor critical to the repre- 
sentation is likely to change—e.g., proposed 
government regulation affecting products 
used by the franchisee—it should disclose 
this fact and estimate the possible impact of 
that change on the represented facts. 

551 Beecher v. Able, 374 F. Supp. 341, 348 
(S.D.N.Y. 1974). The court there found that 
defendant Douglas failed to disclose facts 
which were necessary in order to make an 
earnings forecast contained in a prospectus 
not misleading. One of the assumptions was 
that conditions would improve sufficiently 
for the company to avoid substantial losses 
in 1966, which the court found to be “‘suffi- 
ciently doubtful that reasonable investors, 
had they been informed of the assumption, 
might have been deterred from crediting 
the forecast.” The court also found that 
Douglas’ failure to disclose that previous 
forecasts had failed violated Section 11 of 
the Securities Act of 1933, 15 U.S.C. § 77k, 
because such information might have de- 
terrred reasonable investors from crediting 
the forecast. 


ment. The disclosures should include the 
following: 

a. Assumptions as to which there is a rea- 
sonable possibility of the occurrence of a 
variation that may significantly affect the 
forecasted results. 

b. Assumptions about anticipated condi- 
tions that are expected to be significantly 
different from current conditions, which are 
not otherwise reasonably apparent. 

c. Other matters deemed important to the 
forecast or to the interpretation of the fore- 
cast. 


(2) Mandatory Disclosures and Dis- 
claimers. A number of facts and as- 
sumptions are so fundamental to a 
prospective franchisee’s proper under- 
standing of earnings representations 
that the Commission has required 
them to be included in the disclosure 
document, and in certain cases, in the 
media advertisement. 

(i) Number and Percentage of Outlets 
Achieving Represented Result. One of 
the major methods used by many 
franchisors to paint an _ especially 
“rosy” picture of the potential earning 
of the prospective franchisee involves 
the use of earnings enjoyed by a few 
franchisees to support a representa- 
tion of potential earnings made to all 
prospective franchisees.*? Both the 
original proposed rule ** and the re- 
vised proposed rule *** contained provi- 
sions designed to curb this practice. 
The rule’s final language combines the 
better features of the two prior ver- 
sions. 

Sections 436.1 (b)(5)(i) and (c)(6)(i) 
require that the franchisor disclose 
clearly and conspicuously (in immedi- 
ate conjunction with the representa- 
tion set out in the written document 
described by sections 436.1 (b) and (c)) 
“the number and percentage of out- 
lets *° of the named franchise busi- 


582 See, e.g., National Dynamics Corpora- 
tion, Docket 8803, 82 F.T.C. 488, 563-5 
(1973), remanded in part, 492 F. 2d 1333 (2d 
Cir. 1974), modified, 85 F.T.C. 391 (1975), re- 
consideration, 85 F.T.C. 1053 (1975). 

53The first proposed rule (Appendix B) 
proposed to prohibit earnings projections 
unless any such representation was ‘‘based 
upon the actual figures for all franchises 
not owned or operated by the franchisor or 
an affiliate thereof in operation during the 
entire preceding twelve-month period .. .” 
As discussed in note 493, supra, this propos- 
al received a significant amount of negative 
comment for being too restrictive and for 
the use of ‘‘averages,” which could be mis- 
leading in certain contexts. 

594 The revised proposed rule (Appendix C) 
prohibited any representations concerning 2 
prospective franchisee’s potential sales 
“unless such sales, income, or profits are 
reasonably likely to be achieved by the 
person to whom the representation is 
made.”’ Comments on this approach are dis- 
cussed at note 493, supra. 

55The term “outlet,” as used in para- 
graphs (b) through (e), include both fran- 
chised and company-owned or operated out- 
lets. If the representation is based on both 
types of outlets, however, the data should 
be separated to reflect the experience of 

Footnotes continued on next page 
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ness ** which are located in the geo- 
graphic markets that form the basis 
for any such representation and which 
are known by the franchisor and fran- 
chise broker to have earned or made 
at least the same sales, income, or 
profits during a period of correspond- 
ing length in the immediate past as 
those sales, income, or profits repre- 
sented.” If no units have been in oper- 
ation, that fact should be disclosed. 
These provisions therefore require 
franchisors and franchise brokers to 
clarify the context in which such rep- 
resentations are made. The provision 
avoids the potentially burdensome 
computation involved in the use of 
averages required by the first pro- 
posed rule.**? By tying in the disclo- 
sure to the earnings of the number 
and percentage of outlets of the 
named franchise business which are 
located in the geographic markets that 
form the basis for the representation 
in question, the rule helps to insure 
that the amount represented is “rea- 
sonably likely” of achievement, while 
at the same time preventing the dis- 
putes that might have been engen- 
dered if the “reasonably likely” stand- 
ard were restrained. Sections 436.1 
(b)(5) and (c)6) are therefore in a 
sense further “explanatory” elements 
of a franchisor’s required “reasonable 
basis” when making representations as 
to the franchisee’s sales, income, or 
profits. 

The disclosure must indicate how 
many and what percentage of those 
outlets earned or made at least the 
same sales, income, or profits during a 
“period of corresponding length’ in 


Footnotes continued from last page 

each type of outlet. This language reflects a 
change from the revised proposed rule, 
which would have precluded the use of data 
from ‘company-owned or operated outlets 
for the reason that such operations often 
materially differ from franchised oper- 
ations. Such data may be used in the pre- 
sent rule, however, provided that such dif- 
ferences be clearly disclosed (and the 
impact of those differences indicated), and, 
where the franchisor has had no prior expe- 
rience in franchising, that fact be disclosed. 
See the discussion below relating to para- 
graphs (b)(5)ii) and (c)(6)(ii). 

556 The phrase “named franchise business” 
serves to clarify that it is the specific fran- 
chise business in question which must be 
made the reference for this earnings projec- 
tion disclosure. For example, a franchisor 
who franchises two fast-food systems—one 
fried chicken and one fried fish—shculd dis- 
close the achievements of the fried chicken 
outlets when marketing a fried chicken 
franchise. 

57The criteria of §§ 436.1 (b) and (c) do 
not, however, preclude the use of averages 
in projections, where their use would not be 
misleading and the context in which they 
are used is disclosed. See Burleigh, R. V, 4-5, 
and Charles Machine Works, R. V, 1148, for 
comments in favor of the use of averages in 
this context. 
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the ‘‘immediate past” as those repre- 
sented. 58 

Paragraphs (b)(5)(ii) and (c)(6 ii) 
require disclosure of the beginning 
and ending dates for the correspond- 
ing time period.**° The crux of this re- 
quired disclosure, however—the “at 
least the same sales, income or prof- 
its” language—has been included as a 
means of providing franchisors with 
greater freedom to make projections 
than that previously proposed, while 
at the same time seeking to limit the 
use of atypical earnings representa- 
tions at issue.5©° 

Paragraph (e)—dealing with repre- 
sentations of franchise sales, income, 
or profit in the media—contains a par- 
allel provision to this required disclo- 
sure. However, the number and per- 
centage of outlets that have achieved 


58For example, this language within the 
ruie would require a franchisor forecasting 
“franchisee earnings of $25,000 for 1979" to 
provide the number and percentage of its 
outlets (broken down by company-owned 
and franchised outlets) which had earned at 
least that amount during 1978 (‘‘a period 
corresponding in length’’) or perhaps during 
1977 (a period still “within the immediate 
past”). Under this language, a franchisor 
would therefore not be permitted to make 
the $25,000 claim for 1979, based on fran- 
chise earnings of individual outlets during 
1970. These requirements are intended to 
tie in with the reasonable basis requirement 
of §§ 436.1 (b)(2) and (c)(2) in order to help 
insure the reliability of any franchisor pro- 
jections. Requiring that franchisors limit 
the “reference period” on which they base 
such projections to a period within the “im- 
mediate past” and that they further dis- 
close the beginning and ending dates for 
this ‘“‘period of corresponding length’”—as 
per §§ 436.1 (b)(5)¢ii) and (c)}(6)Cii)—will in 
the Commission’s view act to prevent unfair 
and deceptive trade practices. 

559The original proposed rule, Appendix C 
hereto, required projections to be based on 
actual earnings of franchisees during the 
“past year.” The Commission has deleted 
the “one year” requirement in recognition 
of the fact that the reporting period can be 
any reasonable period of time that does not 
have a tendency or capacity to deceive pros- 
pective franchisees. The reporting period is, 
however, required to be one in the “‘immedi- 
ate past” to insure that stale and irrelevant 
history is not relied upon. 

5 As noted supra, the revised proposed 
rule prohibited franchisors from making 
forecasts which were in excess of sales, 
income, or profits actually achieved by ex- 
isting franchisees. The present rule allows 
such projections to be made, as long as they 
are supported by a reasonable basis, while 
requiring the disclosure of information 
which will -indicate to the prospective 
franchisee how “optimistic” the forecast is 
in view of past experience. The present pro- 
vision will also allow persons without prior 
franchising experience to make forecasts, 
where he or she has had prior experience 
operating company-owned outlets. The pre- 
sent provision thus reduces possible barriers 
to market entry, allows the disclosure of 
more nondeceptive information, and still 
provides sufficient protection against atypi- 
cal earnings representations. 
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the results represented in media ad- 
vertising must be disclosed not only in 
@ written document to be given to the 
prospective franchisee, but also in any 
media advertisement that contains 
such a representation. The Commis- 
sion has required advertisements to 
carry this disclosure in view of the se- 
rious potential for economic injury to 
prospective franchisees who are at- 
tracted by claims of high income po- 
tential.*«' Since a good deal of time 
could pass between the initial media 
representation, and the disclosures re- 
quired under paragraphs (0) and (c), 
such mandatory disclosures are neceés- 
sary to counter the impact of advertis- 
ing promises. As noted by the Small 
Business Administration, such infor- 
mation must be provided on an “early 
and timely basis,”’ since once the pros- 
pective franchisee has been ‘‘hooked,” 
it is difficult, if not impossible to ‘‘ex- 
tricate himself.’’5* 

(ii) No Prior Franchising Experi- 
ence. Paragraphs (b)(5 ii) and 
(c\(6)(ii) require the disclosure of the 
fact that a franchisor is without prior 
franchising experience when that is 
the case. In light of the Commission’s 
decision to allow forecasts to be made 
in the absence of prior franchising ex- 
perience, this disclosure is necessary to 
alert the prospective franchisee that 
the forecast is not based on the experi- 
ence of the particular franchisor in 
franchising the particular product or 
service being considered.** In addition, 
the franchisor would be required to 
disclose, as part of the material bases 
and assumptions underlying the repre- 
sentation, that the projection was 
based on company-owned or operated 
outiets, where such is the case.** 


561 See the discussion in Chaper ITI. 

sa a, Ske te 

565The effect of this disclosure then is to 
inform prospective franchisees that though 
they may expect to earn certain profits 
during the coming year, for example, these 
expected profits are based on sales of a simi- 
lar product or service—rather than the 
exact commodity involved in the present 
proposed franchise—or the same product or 
service but one previously distributed by the 
franchisor in question through a means 
other than franchise operations. Again, the 
effect of this disclosure is to help insure 
that any such representations are both reli- 
able and accurate, within the bounds of the 
state of the art of projections. Such factors 
are in the Commissicn’s view material to a 
prospective franchisee’s decision whether to 
enter into a franchise relationship. See the 
discussion of § 436.2(n) of the rule, infra. 

564 When a franchisor bases its projections 
upen company-owned outlet data, the fig- 
ures should be properly adjusted to reflect 
the differential cost structures between 
company-owned and franchised outlets. Pro- 
fessors Ozanne and Hunt in their study of 
fast-food franchising, The Economic Effects 
of Franchising, R. III, 1060, indicate that 
company-owned outlets in numerous cases 
have substantially higher sales, income, or 
profits than do individual franchised out- 

Footnotes continued on next page 
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When forecasts of franchise profits, 
income, or sales are made in the 
media, paragraph (e) requires certain 
disclosures to accompany the repre- 
sentation. The advertisement must 
carry a clear and conspicuous warning 
that the figures are merely estimates. 
In addition, if the forecast is not based 
on actual experience of existing out- 
lets of the named franchise business, 
that fact also must be disclosed. The 
Commission finds that such disclo- 
sures are necessary to prevent persons 
interested in earnings claims from at- 
taching undue weight to a forecast 
which is not based on historical oper- 
ating experience. 

Paragraphs (e)(5) (v) and (vi) also re- 
quire the disclosure of whether the 
franchisor lacks prior franchising ex- 
perience or has not been in business 
long enough to have actual business 
data, in a written statement to be 
given to a prospective franchisee, if 
such representations are made for gen- 
eral dissemination in the media.*® 

(3) Mandatory Disclaimers. Para- 
graphs (b)(4), (c)(5), and (e)(5) (iii) 
and (iv) set out statements to be in- 
cluded in the appropriate disclosure 
document which warn the prospective 
franchisee that there is no assurance 
that he or she will achieve the figures 
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lets. Such data may not be comparable to 
data for franchisee-owned outlets for many 
reasons. A few examples illustrate this 
amply: A company-owned outlet would not 
have paid a franchisee fee which would 
have to be earned back. Company outlets 
would pay no royalty on gross sales. Compa- 
ny outlets would receive goods and services 
at cost. Further, an examination of the fig- 
ures presented in Franchising in the Econo- 
my, 1973-1975 (U.S. Dept. of Commerce, 
1975) at pp. 22-23 provides the following il- 
lustrations of sales of company-owned out- 
lets vs. sales of franchised outiets: company- 
owned automotive products and services 
outlets achieved 500% more sales on the 
average per outlet than franchiSed outlets, 
and such units, while representing .09% of 
all outlets, nevertheless accounted for 25.4% 
of all sales. Similarly, in the fast-food indus- 
try, company-owned outlets achieved 148% 
more sales than franchised outlets. Viewed 
in light of the past proposal to prohibit the 
use of such company-owned outlets as a 
basis for franchisor representations as to 
sales, income, or profits, the Commission be- 
lieves that the present provisions will do 
much to encourage market entry while pro- 
viding prospective franchisees with material 
information at relatively limited cost or 
burden to franchisors. 

56 Note, however, that paragraph (e)(6)(v) 
requires disclosure of the fact that the 
franchisor lacks prior franchising experi- 
ence, as in paragraphs (b)(5)ii) and 
(c6)(ii). Cf. the disclosure required to be 
placed in advertisements by paragraph 
(e)(4), indicating no prior experience. Poten- 
tial harm caused by reliance on representa- 
tions based upen the performance of compa- 
ny-owned outlets is avoided by the subse- 
quent disclosure document which must be 
given to each prospective franchisee if such 
representations are made. 
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represented and that there is risk in- 
volved in entering the franchise rela- 
tionship. Similar provisions were con- 
tained in the revised proposed rule. 
Item 19 of the Uniform Franchise Of- 
fering Circular requires a similar dis- 
claimer. 

(4) Format of the Required Disclo- 
sures. While both previously published 
versions of the rule required certain 
disclosures concerning representations 
of franchise sales, income, or profits, 
neither were clear as to how or where 
such disclosures should be made.** In 
the present rule, paragraphs (b)(3), 
(c)(3), and (e)(5) clarify this point by 
requiring that the disclosures be set 
out in a “single legible written docu- 
ment which accurately, clearly, and 
concisely discloses such information, 
and none other than that provided for 
by this part or by State law not pre- 
empted by this part.” **’ Paragraph (d) 
sets out the format of the document 
required by earnings representations 
made in “point-of-sales” circumstances 
and paragraph (e)(5) sets out the re- 
quirements for the disclosure state- 


56 Section 436.1(c) of the first proposed 
rule, Appendix B, provided for certain dis- 
closures regarding projections of franchise 
sales, income, or profits, but did not indicate 
where such disclosures were to be made— 
i.e., whether in the disclosure statement re- 
quired by § 436.1(a) of that version of the 
rule or in a separate document. Section 
436.1(b) of the revised proposed rule, Ap- 
pendix C hereto, was similarly unclear on 
this point. For example, § 436.1(b)(2) stated 
that “the basis and assumptions for such 
representations are set forth in detail”— 
without indicating as to where such disclo- 
sures were to be made—thereby allowing 
franchisors (depending on when in time 
such a projection is made) to provide the re- 
quired written document prior to, contem- 
poraneous with, or after the time the disclo- 
sure statement defined by § 436.1(a) of the 
rule was required to be given out. 

The Commission believes that if the 
projection or earnings representation is re- 
duced to writing and given to the prospec- 
tive franchisee at the time it is made, this 
will reduce the number of later arguments 
between franchisors and franchisees over 
what was represented. Further, since the 
prospective franchisee will receive a written 
statement of those representations that the 
franchisor has authorized for use, he or she 
will be better able to evaluate the informa- 
tion provided where such written represen- 
tations differ from the oral representations 
of the salesperson. Requiring that such rep- 
resentations be set forth clearly and con- 
cisely in a legible written document will fur- 
ther serve the purposes of this rule. Note 
also that only the information required by 
this rule (and that required by State law 
which the rule does not preempt) may be in- 
cluded in the written statement disclosing 
the basis of the representations. This lan- 
guage allows the inclusion of any additional 
information in the earnings documents 
which is required by nonpreempted State 
law concerning projections. As to the pre- 
emptive effect of the rule on State and local 
law, see the discussion, infra, as to Note 2 of 
the rule. 


ment which must be furnished if earn- 
ings representations are made in 
media advertising. : 

The rule requires the disclosure doc- 
ument to carry a notice on the front 
cover which provides important infor- 
mation to prospective franchisees. The 
notice informs the prospective franchi- 
see that the information therein has 
been required by the Federal Trade 
Commission, but that the Commission 
has not checked it and does not know 
if it’s correct, ** that the prospective 
franchisee should study the informa- 
tion carefully, and should consult with 
a qualified person for advice; that a 
false, inaccurate, or misleading state- 
ment, or material omission, may vio- 
late the law and should be reported to 
the Commission; and that there may 
be State laws concerning franchising 
in the prospective franchisee’s own 
State which may apply to the intend- 
ed relationship in question. The pros- 
pective franchisee is therefore also put 
on notice that it might be helpful to 
contact the appropriate State authori- 
ties in this  regard.*® Sections 
436.1(d)(2) and (e)(5)(viii) require that 
a table of contents be included with 
any such earnings claims document in 
order to further clarify the content of 
the required disclosures.5” 

The Commission has determined 
that the minimal burdens imposed by 
these technical requirements are 
outweighed by the benefits to be de- 
rived by prospective franchisees from 
the information obtained by operation 
of sections 436.1(d) and 436.1(e)(6). 
Such procedural requirements help to 
put prospective franchisees on notice 


568 The Commission believes this portion of 
the cover sheet disclosure important in dis- 
pelling any implied “approval” of the specif- 
ic content of the information contained 
within the disclosure statement since such 
information is required by the rule. This is 
not to state, however, that a State with a 
franchise disclosure law which desires to 
review the disclosure statement may not do 
so. Rather, the Commission encourages 
States which recognize the Uniform Fran- 
chise Offering Circular as compliance with 
their laws, for example, and which have pre- 
registration requirements for franchisors to 
review the information contained in the dis- 
closure statement required by the rule for 
purposes of checking its accuracy and con- 
sistency with any related State filings. 

569See Office of the Corporations Commis- 
sion, Commonwealth of Virginia, R. IV, 6, 
for a comment supporting adoption of a dis- 
closure requirement of this type. 

570A similar requirement is contained in 
the Uniform Franchise Offering Circular. 
See p. 2 of the cover page requirements for 
the UFOC, in Appendix A hereto, infra. 
This ‘“housekeeping”’ requirement is includ- 
ed within this portion of the rule in order to 
aid prospective franchisees in using the 
written document described by § 436.1(b)(3) 
and (c)(3) of the rule, and is intended as a 
remedial measure to prevent franchisor and 
franchise broker violations of the rule and 
of the Federal Trade Commission Act, 15 
U.S.C. § 45. 
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as to the required disclosure obliga- 
tions of franchisors and advise such 
persons as to the “status” of the dis- 
closures being made, i.e., that they are 
considered sufficiently important by 
the Commission to be required items 
of information but that the Commis- 
sion has not reviewed them. 

(5) Timing of Disclosure and Materi- 
al Changes. The timing “mechanism” 
for the disclosure documents required 
by paragraphs (b)-(e) differs in some 
respects from the timing “mechanism” 
of the disclosure statement required 
by paragraph (a) in that there is no 
obligation to provide such a document 
until such a representation is made, at 
whatever time the franchisor or fran- 
chise broker chooses to make it.°”' This 
difference reflects the Commission’s 
recognition of the fact that a franchi- 
sor may not wish to make any repre- 
sentations, either in media advertising 
or in point-of-sales circumstances, or 
may not wish (or be able) to make 
point-of-sales representations as early 
as the first “personal meeting” *” 
when the obligation to provide the dis- 
closures required by paragraph (a) 
arise. 

The rule thus provides that when a 
franchisor makes a representation in a 
‘“‘point-of-sales” circumstance—i.e., to a 
prospective franchisee *"—the franchi- 
sor or franchise broker must give the 
document containing the information 
required by paragraphs (b), (c), and 
(d) to the prospective franchisee no 
later than the “time. for making of dis- 
closures,” i.e., 10 days before the sign- 
ing of any binding agreement or the 
payment of any consideration relating 
to the franchise. In certain instances, 
however, the rule requires earlier dis- 
closure. If the representation is made 
at a “personal meeting,” as that term 
is defined in section 436.2(0), the dis- 
closure document required by para- 
graphs (b) and (c) must be given to the 
prospective franchisee at that meet- 
ing. If the representation is not made 
at a ‘personal meeting” but is made 


5" Tf such representations are to be made, 
however, they must be made no later than 
the “time for making of disclosures,’ as de- 
fined in § 436.2(g), and as discussed in great- 
er detail, infra. 

572 As discussed in detail with reference to 
§ 436.2(0), the phrase first “personal meet- 
ing’’ means a “face-to-face meeting between 
a franchisor or franchise broker (or any 
agent, representative, or employee thereof) 
and a prospective franchisee which is held 
for the purpose of discussing the sale or pos- 
sible sale of a franchise.” The meaning of 
the term “prospective franchisee’”’ is critical 
to an understanding of this timing provi- 
sion, and is discussed in detail, infra. 

‘3The term “prospective franchisee” 
means a person who approaches or is ap- 
proached by a “franchisor” or franchise 
broker for the purpose of discussing the es- 
tablishment of a franchise relationship. 
This concept involves the notion of some 
personal contact. See note 465, supra. 
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before the “time for making of disclo- 
sures,” e.g., in a letter or a telephone 
conversation with a prospective 
franchisee, the disclosure document 
must be given at the first ‘personal 
meeting” following the making of the 
representation. If there is no subse- 
quent “personal meeting,” the docu- 
ment must be furnished at the “time 
for making of disclosures.” These 
timing provisions are designed to give 
prospective franchisees information to 
assist them in evaluating the claim at 
the time the claim is made, or provide 
them with a sufficient period of time 
before the signing of contracts or pay- 
ment of money to review it carefully. 

The timing of the disclosure docu- 
ment required by paragraph (e) (relat- 
ing to media claims) is somewhat dif- 
ferent. If a franchisor uses representa- 
tions of franchise sales, earnings, or 
profits in the media, it must furnish a 
document with the information de- 
scribed in paragraph (e) to the pros- 
pective franchisee ** at the same time 
it is required to furnish the disclosure 
statement under paragraph (a)—i.e., at 
the earlier of the first “personal meet- 
ing”’ or the “‘time for making of disclo- 
sure.” 5 The difference between the 
“timing” provisions of point-of-sales 
representations and media representa- 
tions is due to the potential of media 
claims to influence’ the prospective 
franchisee from the earliest stages of 
negotiations to enter into a franchise 
relationship. The disclosures required 
by paragraph (e) are necessary to put 
the franchisee on notice, at the earli- 
est possible stages, of the context and 
basis for such claims. 

Critical to the effective operation of 
such timing provisions is a provision in 
paragraphs (b)(2) and (c)(2), regarding 
“point-of-sale” representations, that 
prohibits “additional representations” 
of franchise sales, profits, or income 
after the “time for making of disclo- 
sures.”’ The provision is necessary to 
give prospective franchisees at least 10 
full business days to evaluate the in- 
formation regarding the representa- 
tions.576 

The rule also provides that prospec- 
tive franchisees who have received any 


5%4As noted in the preceding notes, the 
term ‘prospective franchisee’ does not 
extend to all persons who are merely inter- 
ested in a franchise. Thus franchisors are 
not required by this section to provide the 
disclosures required by paragraph (e) to per- 
sons who simply request information about 
the franchise or who respond to media ad- 
vertising. See the discussion relating to 
§ 436.2(e) which discusses the concept of 
“prospective franchisee” in detail. 

*%For a fuller discussion of the applica- 
tion of these two terms, see the text relating 
to §§ 436.2(g¢) and 436.2(o). 

5%*The importance of a 10-business-day 
period is discussed in detail, infra, with re- 
spect to §§ 436.2(g) and (o), relating to the 
“timing mechanism” for the prospectus re- 
quired by paragraph (a). 
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of the disclosure documents required 
by paragraphs (b)-(e) be notified, at 
the ‘‘time for making of disclosures,” 
of any material change in the informa- 
tion contained in the documents.*” 

The provision reflects the view that 
representations of the type covered by 
paragraphs (b) through (e) are con- 
tinuing in nature, and that the failure 
to disclose material changes in factors 
on which it is based is unfair and de- 
ceptive.*** As a consequence of this 
provision, prospective franchisees will 
be put on notice that the representa- 
tion may no longer be accurate and 
that it might warrant continued scru- 
tiny as a basis for deciding whether to 
enter into the franchise relationship. 

D. Consistency. Section 436.1(f) 

Section 436.1(f) of the rule prohibits 
franchisors from making any claim or 
representation which is contradictory 
to the information required to be dis- 
closed by the rule. Without this provi- 
sion, the Commission believes that the 
disclosures required by the rule could 
be contradicted in oral sales presenta- 
tions and rendered of little value with- 
out violating the rule. Section 436.1(f) 
is necessary to prevent circumvention 
of the rule. 

Relatively few comments were re- 
ceived concerning the prior versions of 
this section of the rule. One franchi- 
see indicated that this provision would 
be ‘‘very helpfui.” 5”? A minor inconsis- 
tency in language found in the first 
proposed rule was pointed out and was 
clarified in the revised proposed rule, 
and in the rule as adopted.**° Mr. Sol 
M. Edidin of Hertz System, Inc., 
wanted the Commission to make it 
perfectly clear that the prospective 
franchisee should not rely upon oral 
statements at all.**! A law firm which 


571 See paragraphs (d) and (e)(8). 

578A representation which is truthful 
when made, but which becomes deceptive in 
light of new material fact changes relating 
to it, is not cured of its unlawfully deceptive 
character by the use of disclaimer language 
which “absolves’” the maker. See, e.g., 
Resort Car Rental System, 83 F.T.C. 234 
(1973), aff'd, 518 F. 2d 962 (9th Cir. 1975). 
The need to disclose material changes in as- 
sumptions underlying forecasts has been 
stressed both by the accounting profession 
(see, e.g., AICPA Statement, and AICPA 
Guidelines, supra, note 467) and courts (see, 
e.g., Marx v. Computer Sciences Corp., 507 
F. 2d 485 (9th Cir. 1974); Beecher v. Able, 374 
F. Supp. 341 (S.D.N.Y. 1974); Dolgow v. An- 
derson, 53 F.R.D. 664 (E.D.N.Y. 1971). 

579 Bhavnani, R. IV, 1429. 

5% International Franchise Association, R. 
III, 1004-5. It should be noted that Warren 
Rosenthal of Jerrico, Inc., at Tr. 1239, be- 
lieved the first proposed rule to prohibit 
any representations except those required 
by the version of the rule. That was never 
the intention of the rule, and is not the pre- 
sent intention of § 436.1(f). 

581 Tr, 816. See also Avis, R. V, 1696-7. The 
Commission does not consider its suggestion 
acceptable, however, since oral discussions 
often play a significant part in the sale of a 

Footnotes continued on next page 
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represents franchisors stated its belief 
that: 


The paragraph virtually puts the fran- 
chising company at the mercy of a dissatis- 
fied or dishonest franchisee with respect to 
the oral representations that may have been 
made by representatives of the franchisor. 
This problem becomes especially acute if 
the problem as to oral representations made 
to the franchisee arises several years after 
the fact... .@ 


The Commission is not persuaded by 
this argument. Nothing in section 
436.1(f) will either stimulate or retard 
vexatious lawsuits.°** Further, the 
Commission takes notice of the fact 
that lawsuits brought for common law 
fraud frequently involve claims of oral 
misrepresentation. 

E. Copy of Franchise Agreements. 
Section 436.1(g). In view of the unfair 
and deceptive practices in franchising, 
the Commission has found it neces- 
sary as a remedial measure to require 
a franchisor to provide prospective 
franchisees with copies of relevant 
agreements at certain times as herein- 
after discussed. 

First, a franchisor must furnish the 
prospective franchisee with a copy of 
the franchisor’s franchise and related 
agreements *** with the prospectus re- 
quired by paragraph (a).5* Disclosure 
of these agreements at this relatively 
early point in the relationship be- 
tween the franchisor and prospective 
franchisee will allow the prospective 
franchisee sufficient time to have his 
or her attorney thoroughly analyze 
the agreements and provide advice as 
to them. Such an “examination 
period” prior to execution of any fran- 
chise agreements is particularly neces- 
sary since many franchisees do not 
consult attorneys despite the length 
and complexity of franchise docu- 
ments. 


Footnotes continued from last page 
franchise. See the discussion of franchisee 
complaints in Chapter III, supra. 

582 Coolidge, Wall, et al., R. V, 532. See also 
Avis, R. V, 1696-7. 

583See the Supreme Court’s statement in 
Petroleum Exploration, Inc. v. Pub. Serv. 
Comm., 304 U.S. 209, 221 (1938), quoting 
from Bradley v. Lumber Board, 84 F. 2d 97, 
100 (5th Cir. 1936) that “the expense and 
annoyance of litigation is ‘part of the social 
burden of living under government’.” 

58TIn § 436.1(e) of both the first proposed 
rule and the revised proposed rule, franchi- 
sors were required to provide copies of “‘the 
franchise agreements.” See Appendices B 
and C. In the rule as adopted, the Commis- 
sion has taken notice of the fact that the 
sale of a franchise may actually be evi- 
denced in several agreements, and hence 
has required disclosure of the “franchise 
and related agreements.” See Southland’s 
submission at R. V, 2753, 2851-60, for an ex- 
ample of a franchisor utilizing more than 
one related agreement to establish a fran- 
chise relationship. 

58 The contract would thus be furnished 
at the same time as the prospectus, i.e. at 
the earlier of the first “personal meeting” 
or the “‘time for making of disclosures.” 
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Second, the franchisor must provide 
the prospective franchisee with full 
copies of the “complete franchise and 
related agreements proposed to be 
used at least 5 business days prior to 
the date the agreements are to be ex- 
ecuted.” ** The prospective franchisee 
will as a result be encouraged to com- 
pare the standard agreements with 
the “completed agreements” in order 
to more fully analyze any proposed 
franchisor changes from the standard 
agreements, and to more fully assess 
the offering with the actual text of 
the agreement in mind. This provides 
an opportunity for reasoned evalua- 
tion of the franchise which frequently 
does not occur since many franchisees 
do not (or are not given an opportuni- 
ty to) examine the franchise agree- 
ments prior to executing them. Such 
an opportunity is particularly neces- 
sary in light of the relative lack of 
business experience of many prospec- 
tive franchisees, as noted in Chapter 
III, supra. The Commission has re- 
ceived a number of comments specifi- 
cally supporting the need for the re- 
quirement that the franchise agree- 
ment be furnished to the prospective 
franchisee in advance of actual execu- 
tion of the agreements.**’ The specific 
formulation adopted by the Commis- 
sion takes into account the fact that 
the franchisor would not be in a posi- 
tion to furnish a copy of the ‘‘complet- 
ed agreements” prior to discussions 
with the prospective franchisee and 
therefore would have had difficulty 
complying with the prior version of 
section 436.1(g).5* 

The Commission has included the 
requirements of section 436.1(g) 
within the rule in order that prospec- 
tive franchisees be given a copy of all 
franchise agreements prior to their ex- 
ecution—to allow such persons to 
study the pertinent documents, and to 
compare the explicit material terms of 
the agreements with what is said 
about such terms in the disclosure 
statement. This provision will there- 
fore have a remedial effect in that it 
will encourage accurate discussion of 
the required information in the disclo- 
sure statement. 

Finally, the unnumbered paragraph 
following section 436.1(g) of the rule 


586°The term “completed” means with all 
pertinent information filled in. 

587See, e.g., Echan, R. IV, 1203; Cribbs, R. 
IV, 1478; Wilsmann, Homemakers’ Home & 
Health Care Services, Inc., R. III, 1106, Tr. 
362; International Franchise Association, R. 
III, 983; Patterson, Long John Silver’s, Tr. 
1244. In addition, however, several com- 
ments received concerned dissatisfaction 
with the time for furnishing such docu- 
ments. See, e.g., Coolidge, Wall, et al., R. V, 
532-3; H & R Block, R. V, 633; Cottman 
Transmissions, R. V, 2435; McDonald’s, R. 
ps 2461; and Household Finance, R. V, 2003, 

005. 

58This particular problem was pointed 
out in the comments submitted by Manage- 
ment Recruiters, R. V, 2951-2. 


places the requirements of section 
436.1 (b) through (e) and section 
436.1(g¢) in perspective by indicating 
that the obligations imposed thereby 
are required of both franchisor and 
franchise brokers. However, this provi- 
sion indicates in a manner parallel to 
section 436.1(a)(21) of the rule that 
these obligations are deemed satisfied 
by the Commission if either such 
party provides the required written 
documents to prospective franchi- 
sees.*8? As noted in the discussion of 
section 436.1(a)(21), supra, and in the 
preamble to the rule, the need to place 
this disclosure obligation separately 
on franchisors and franchise brokers 
results from the similar role such per- 
sons play regarding the sale of fran- 
chises.5* Although the bulk of the re- 
quired earnings claims documents will 
describe factors concerning’ the 
franchisor—as will the _ disclosure 
statement required by section 
436.1(a)—the franchise broker occu- 
pies a significant position in the initial 
contact stage with prospective franchi- 
sees. The Commission therefore views 
the required duties placed on fran- 
chise brokers to distribute a disclosure 
statement to each prospective franchi- 
see and where applicable, an earnings 
representation document, as critical in 
nature—designed to prevent unfair 
and deceptive conduct by such persons 
in violation of the Federal Trade Com- 
mission Act, 15 U.S.C. § 45. 

The paragraph following section 
436.1(g) of the rule is thus intended to 
reduce the obligations imposed by the 
rule by allowing either the franchisor 
or its franchise brokers to satisfy the 
disclosure requirements of section 
436.1 (b) through (e), and section 
436.1(g). 

F. Refunds. Section 436.1(h) 

Section 436.1(h) of the rule makes it 
a violation of section 5 of the Federal 
Trade Commission Act to fail to make 
certain refunds in accordance with the 
conditions for such refunds disclosed 
in the disclosure documents pursuant 
to secion 436.1(a)(7) of the rule. Nu- 
merous consumers complained about 
the difficulty they experienced when 
they attempted to obtain refunds from 
their franchisors.**! The Commission 
finds that this paragraph of the rule is 
necessary to help prevent problems of 


58See the discussion of § 436.1(a)(21), 
supra. 

59 Since the bulk of the required informa- 
tion will relate to factors describing the 
franchisor’s business activities, but both 
franchisors and franchise brokers have an 
obligation under the rule to distribute the 
required documents, franchisors can reduce 
any burdens imposed by compliance with 
the rule by preparing and distributing the 
required documents to their brokers—who 
can then achieve compliance with the rule 
by “redistributing” these documents to 
prospective franchisees. 

591See the discussion of this problem in 
Chapter III, supra. 
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this nature. It should be noted that no 
negative comments were received with 
respect to this particular. provision, 
which is intended as a means of en- 
forcing the refund condition disclo- 
sures which are required by section 
436.1(a)(7) of the rule.®*? A violation of 
this paragraph would subject the vio- 
lator to the imposition of civil penal- 
ties or consumer redress pursuant to 
sections 16 and 19 of the Federal 
oe Commission Act, 15 U.S.C. §§ 56, 

It is clear from the record that all 
franchisors do not adequately adhere 
to the refund policies they themselves 
agree to in their contracts. By requir- 
ing strict adherence to their own 
refund policies, section 436.1(f) of the 
rule serves an essential remedial pur- 
pose. 


CHAPTER V.—DEFINITIONS—SECTION 
436.2 


A, SCOPE OF THE RULE: DEFINITION OF 
“FRANCHISE” —SECTION 436.2(A) 


1. The Nature of Franchising. Fran- 
chising is a method of doing business: 
A marketing technique used to distrib- 
ute goods and services.' Beyond this 
general observation, however, there is 
regrettably little agreement on what 
the term “franchise” means. It has 
been applied so indiscriminately, and 
to such diverse business arrangements, 
as to defy consistent definition.? This 


592See discussion of § 436.1(a)(7)(ii), supra. 

'NICB Report, at R. II, 1416; J. A. H. 
Curry et al., Partners for Profit: A Study of 
Franchising 17 (1966): 

?Anthony Pierno, former California Com- 
missioner of Corporations, testifying at the 
California Hearings (included in the record 
at R. II, 1844), explained that the term 
“franchise” has been “applied to numerous 
different marketing techniques, ranging 
from the placement of a fountain pen rack 
in a retailer’s store to the relationship be- 
tween the corner service station and a major 
oil company.” 

Because the term “franchise” has been 
loosely used to describe so many different 
types of distribution systems, drafting a pre- 
cise definition for legislative purposes has 
been a difficult task for government offi- 
cials. See, e.g., the remark at R. II, 1765, in 
the ‘“‘Report of the Minister’s Committee on 
Franchising,” published by the Ontario De- 
partment of Financial and Commercial Af- 
fairs as to its problems in this regard: “It 
became immediately apparent to us when 
we began our researches, and it has re- 
mained pressing throughout the hearings, 
that one of our most difficult problems is 
that of definition.’”’ See also testimony of 
former Commissioner of Corporations 
Pierno, at Tr. 646. 

The difficulty of defining ‘franchise’ has 
not been caused by a scarcity of proposed 
definitions, but rather by an abundance of 
conflicting definitions. As stated in the 
NICB Report at 4, R. II, 1416: “‘The lawyers, 
the economists, the legislator, and the mar- 
keting practitioner have each produced 
what is, to them, an acceptable definition of 
franchising. But their viewpoints vary, each 
reflecting the particular concerns and view- 


RULES AND REGULATIONS 


lack of agreement is reflected in the 
written and testimonial evidence on 
the public record, a substantial por- 
tion of which concerns the question of 
what the term “franchise” should 
mean in the context of this rule. Be- 
cause there is no well established defi- 
nition of the term “franchise,” the 
Commission has adopted. its own defi- 
nition based on the record evidence 
and other public material which illus- 
trate the general nature of the ‘‘fran- 
chising relationship” and describe the 
particular patterns of franchise ar- 
rangements.® 

a. Types of Franchise Arrangements. 
(1) Package Franchises.—The type of 
franchise arrangement most familiar 
to the public is probably the ‘‘pack- 
age” franchise. Common examples cf 
package franchises include fast-food 
restaurants, campgrounds, cinemas, 
automotive service centers, conven- 
ience food stores, hotels, and employ- 
ment agencies.‘ In package franchis- 


points of his group.” The inadequacies of 
existing definitions has been noted by at 
least one former state administrator. In his 
testimony at Tr. 646, former Commissioner 
of Corporations Pierno stated, concerning 
the definition contained in the California 
franchise law, ‘‘While everybody agrees it 
should be clarified, nobody can figure out 
how.” For examples of some of the existing 
attempts to define franchising, see, e.g., 
NICB Report, at R. II, 1416; J. A. H. Curry 
et al., Partners for Profit 17 (1966); Robert 
Rosenberg, Profits from Franchising 41 
(1969); Rosenfield, The Law of Franchising 
9 (1970); J. McCord, The Franchising Sour- 
cebook 3 (1970). See also the various defini- 
tions of “franchise” in states requiring reg- 
istration of franchise offerings. 

’The original proposed rule, Appendix B, 
defined “franchise” very broadly in order to 
elicit comments from the wide variety of 
companies using the different types of fran- 
chised distribution. In the original proposal, 
a ‘franchise’ was defined, generally, as any 
commercial relationship in which one party 
granted to another the right to sell goods or 
services, and in which the grantor retained 
any amount of control over the grantee’s 
operation. 

In 1974, the first proposed rule was re- 
vised and republished with two alternative 
definitions of ‘“franchise.’’ (Appendix C.) 
The first alternative (§ 436.2(a)-1) focused 
on representations of assistance made by 
franchisors to franchisees, and the second 
alternative (§ 436.2(a)-2) focused on the 
amount of control exercised by franchisors 
over the franchisee’s methods of operation. 
Both alternatives, as discussed in detail 
below, generated significant record support. 

The definition as adopted by the Commis- 
sion differs in some respects from those pre- 
viously published. The majority of these 
changes stem from a reorganization of the 
definition which clarifies the scope of the 
rule. The Commission wishes to emphasize 
that the intended scope of the rule is sub- 
stantially the same as that earlier set forth 
in the revised proposed rule, (Appendix C), 
and that the issues raised by the definition 
have been adequately “aired for comment” 
in prior publication. See Ch. I, note 14, 
supra. 

‘The Franchise Opportunities Handbook, 
published by the Bureau of Domestic Com- 
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ing, the franchisee is licensed to do 
business under a prepackaged business 
format established by the franchisor 
and identified with the franchisor’s 
trademark.*® While the franchisee is an 
independent businessman, the franchi- 
sor usually controls the franchisee’s 
method of operation to insure that the 
goods or services being sold meet the 
uniform quality standards imposed by 
the franchisor on all of its franchi- 
sees.® Additionally, the franchisor usu- 
ally gives direct assistance to the 
franchisee in areas such as training, 
management technique, and promo- 
tional campaigns. The franchisee thus 
gets the benefit of the franchisor’s es- 
tablished reputation, expertise, and 
superior resources; in return, he pays 
the franchisor for the privilege to op- 
erate the franchise. Typically, this 
payment includes an initial franchise 
fee and a continuing royalty to the 
franchisor, but other payment ar- 
rangements are also common.’ 

(2) Product Franchises. The second 
major type of franchising arrange- 
ment is the “product” franchise.® In 
most cases, the franchisor has already 
produced the goods and the franchisee 
merely provides an outlet for them.? 


merce of the Department of Commerce, lists 
40 broad categories of franchises, most of 
which are “‘package”’ franchises. 

5For this reason, “package’’ franchising 
has aiso been referred to as - “business 
format licensing,” ‘trademark licensing,” 
and ‘“‘comprehensive franchising.” See, e.g., 
J. McCord, Franchising Sourcebook (1970) 
5-6; Lewis & Hancock, The Franchise 
System of Distribution 4 (1963); comments 
of Henry W. Leeds, on behalf of the Ameri- 
can Patent Law Association at Tr. 35, (de- 
scribing this form of franchising as the 
“classic” pattern of franchising). 

®Standardization of operating procedures 
is a common element of “package” franchis- 
ing. See Lewis & Hancock, The Franchise 
System of Distribution 8 (1963). Franchisors 
must exercise control over the quality of the 
goods and services marketed by the franchi- 
see under the franchisor’s trademark to pro- 
tect its trademark rights. Under the 
Lanham Act, 15 U.S.C. § 1127, a trademark 
owner can license the mark only to “related 
companies,” defined as persons who are le- 
gitimately “controlled” by the trademark li- 
censor ‘‘with respect to the nature and qual- 
ity of the goods or services in connection 
with the mark.” 

7See the discussion infra on § 436.2(a)(2). 

8Lewis & Hancock, The Franchise System 
of Distribution 4 (1963). “Product” franchis- 
ing has also been referred to as “finished 
product’ distributorship licensing” J. 
McCord, The Franchising Sourcebook 5-6 
(1970), and “straight product distribution 
franchises”, NICB Report, R. IT 1416. 

°NICB Report, R. II, 1416. This, however, 
is not always the case. In soft-drink bottling 
franchises, for example, the franchisor does 
not provide finished goods to the franchisee 
and the franchisee does not operate as a 
retail outlet. Rather, the franchisor pro- 
vides an ingredient, such as syrup, or a for- 
mula, which is then processed into a soft 
drink by the franchisee and distributed to 
retail outlets. The soft drink distributed by 

Footnotes continued on next page 
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Automobile and gasoline station deal- 
erships are the most common exam- 
ples of product franchises.'® Product 
franchising involves more, however, 
than a selective method of branded 
product distribution. The franchisor 
usually exercises significant control 
over the franchisee’s operation to 
insure proper marketing of the prod- 
uct, or gives the franchisee significant 
assistance in his business operation. If 
the franchisor has no control over the 
franchisee or gives him only minimal 
assistance after licensing the product 
for distribution, there is no franchise 
arrangement." As in package franchis- 
ing, the product franchisee invests 
capital in the form of a franchisee fee 
or other initial or recurring pay- 
ments. !” 

(3) Business Opportunity Ventures. 
A major variant of franchising is a 
type of arrangement in which a 
franchisee distributes, in accordance 
with a system established by the 
franchisor, goods or services which do 
not bear the franchisor’s trademark. 
In most cases, the goods or services are 
those of a well-known third party who 
is not otherwise connected with the 
franchise.‘* In exchange for this pre- 
packaged business opportunity, the 
franchisee is required to pay an initial 
fee or purchase a minimum inventory. 
Examples of such “‘business opportuni- 
ty” ventures include rack jobbing dis- 
tributorships in which the franchisor 
supplies the franchisee with goods and 
establishes accounts or outlets for the 


Footnotes continued from last page 

the franchisee is, however, identified with 
the franchisor’s trademark, making the re- 
lationship a product franchise. See William 
P. Hall, ‘Franchising: New Scope for an Old 
Technique,” 42 Harv. Bus. Rev. 60, 62-63 
(1964), cited by Commissioner Dixon in tes- 
timony before a Senate subcommittee in 
1964. The testimony is reported in Kursh, 
The Franchise Boom 30 (1968). See also 
Vaughn, Franchising: Its Nature, Scope, Ad- 
vantages, and Developments 4 (1974). 

J. McCord, The Franchising Sourcebook 
5-6 (1970); NICB Report, at R. II, 1416; com- 
ments of Jerry Cohen on behalf of the Na- 
tional Congress of Petroleum Retailers, Tr. 
419 et seq. 

" Rosenberg, Profits from Franchising, 42 
(1969), comments of Donald Thompson, 
York University, Tr. 406; Robert C. Keck, 
Schwinn Bicycle Co., at Tr. 163. For a de- 
tailed discussion of the terms “control’’ and 
“assistance,” see the discussion on 
§ 436.2(a)(1)iXB), infra. Most distributor- 
ships and dealerships are not franchises be- 
cause they lack this element of control or 
assistance. 

?2See the discussion of § 436.2(a)(2), infra. 

% An example of such a franchise arrange- 
ment is the situation in which a franchisee 
purchases vending machines from. the 
franchisor, as well as the supply of goods to 
be sold from the machine (e.g., brandname 
pantyhose, cigarettes, cookies, etc.). This 
type of franchise has been the subject of 
previous Commission action and is the sub- 
ject of numerous complaints in the record. 
See note 22 in this chapter, infra. 
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franchisee. While this type of arrange- 
ment is not a conventional franchise 
because the franchisee does not dis- 
tribute the franchisor’s goods or serv- 
ices, such arrangements are commonly 
promoted as franchises and share 
many similarities with conventional 
franchising: In essence, the franchisor 
puts the franchisee into a prepackaged 
business. As in product and package 
franchising, the franchisor significant- 
ly assists by supplying the franchisee 
with goods for distribution, as well as 
by establishing outlets for them. In 
return, the franchisee is required to 
pay the franchisor. 

b. General Characteristics of the 
Franchise Relationship. Product, 
package, and business opportunity 
franchises all share certain features. 
In each type of arrangement there are 
aspects of a conventional producer-dis- 
tributor-dealer relationship: The 
franchisee, like other independent re- 
tailers or distributors, operates his 
own business in which he invests both 
his money and labor, enjoys the right 
to profit, and bears the risk of loss.“ 
The franchisor performs the function 
of a traditional producer or wholesaler 
by supplying the franchisee with the 
goods to be distributed in product and 
business opportunity franchising. 

However, each of these arrange- 
ments also has features which distin- 
guish it from conventional commercial 
relationships. Perhaps the most im- 
portant characteristic that  distin- 
guishes franchising from conventional 
producer-dealer/distributor relation- 
ships is the premise that the franchi- 
see’s association with the franchisor 
significantly increases his potential for 
success and reduces the risk of doing 
business which attends the independ- 
ent businessman. In theory, the 
franchisee’s potential for success is in- 
creased in several ways. The franchi- 
see has the benefit of association with 
the franchisor’s trademark. “ This as- 
sociation permits him to attract cus- 
tomers familiar with the franchisor’s 
goods or services, rather than solely 
relying on his own reputation to build 
up recognition. Further, the franchi- 
sor’s significant expertise helps the 
franchisee to avoid making mistakes. 
The franchisor either exercises control 
over the operation to reduce mistakes 
directly, or gives the franchisee train- 
ing and assistance to help him reduce 


Rosenberg, Profits from Franchising 41 
(1969); Professor Donald Thompson, York 
University, Tr. 305, 324. 

‘Many commentators found the right to 
use the franchisor’s trademark or trade- 
name the “cornerstone” of a franchise rela- 
tionship. See, e.g., Harry A. Paynter, at R. 
III, 1232; United States Trademark Associ- 
ation, R. III, 1146; Prof. Donald Thompson, 
Tr. 304-307. See also Susser v. Carvel Corp., 
206 F. Supp. 636, 642 (S.D.N.Y., 1962) aff'd 
332 F.2d 505:(2d Cir. 1964), cert. denied as 
improvidently granted, 381 U.S. 125 (1965). 


mistakes.'* This association with the 
franchisor’s reputation and experience 
thus theoretically increases the poten- 
tial for success and reduces the risks 
of doing business as an independent 
businessman. 

Commensurate with the increased 
potential of success, however, is a loss 
of independence resulting from an in- 
creased dependence upon the franchi- 
sor.'? The franchisee relies upon public 
recognition of the franchisor’s trade- 
mark and the franchisor’s ability to 
promote public recognition of its 
branded goods or services and to main- 
tain uniform quality standards 
throughout his franchise system. In 
addition, franchisees become depend- 
ent upon the franchisor to provide ef- 
fective assistance in marketing, train- 
ing, and management. This loss of in- 
dependence distinguishes franchising 
from conventional producer-distribu- 
tor/dealer relationships in which the 
dealer or distributor remains inde- 
pendent with respect to the operation 
of his business. 

A third major distinguishing charac- 
teristic of franchising is the capital 
which franchisees must pay to the 
franchisor in exchange for association 
with the franchisor. From the franchi- 
sor’s point of view, franchising is not 
only a method of distribution, it is also 
a source of low-cost capital to be used 
for a rapid development of a distribu- 
tion network.'® This arrangement con- 


‘*Harry Kursh, in The Franchise Boom at 
25 (1968) noted that assistance includes “‘ini- 
tial and continuing training, through com- 
petent promotion, merchandising, publicity, 
advertising, recordkeeping, product-testing, 
and troubleshooting assistance of every con- 
ceivable type.” 

Prof. Donald Thompson, York Universi- 
ty, Tr. 324 (Franchisees are independent 
“only in the sense of getting figures at the 
bottom of that profit and loss statement. 
They are not in the sense of being able to 
make most of the normal business deci- 
sions.”’); Shelby Hunt, Tr. 236 (a franchisee 
is “substantially reliant” on his franchisor); 
J. A. H. Curry et al., Partners for Profit 15 
(1966). As stated in the NICB Report,at R. 
II, 146: 

“From the franchisee’s standpoint, the ne- 
gotiation of a franchise contract represents 
a compromise between complete autonomy 
and supportive protection. The individual 
franchisee gives up certain elements of inde- 
pendence in running his business, in return 
for specified forms of security and assist- 
ance from the franchiser [sic]. The advan- 
tages the franchisee gains as a result are 
sometimes tangible and easily weighed. 
More often, however, they are intangible 
and represent the benefits derived from a 
sharing of economic power. In most cases, 
this sharing is made possible through 
brand-name affiliation, the transfer of cer- 
tain management or technical expertise, 
and, in some instances, the availability of 
certain unique products or services that the 
franchiser [sic] possesses. 

18 J. McCord, The Franchising Sourcebook 
4 (1970): “Franchising is a method whereby 
the franchisor can achieve great expansion 
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trasts sharply with that of the conven- 
tional producer-distributor/dealer re- 
lationship in which the producer must 
generate capital from profits or obtain 
it from conventional sources. 

These three distinct conceptual 
characteristics of franchising—in- 
creased potential for success, loss of 
independence, and a payment of capi- 
tal to the franchisor by the franchi- 
“see—are characteristics which make 
entering into a franchise strikingly 
similar to the purchase of a security. '9 
The attraction of securities and fran- 
chising is the same: a promise of a sub- 
stantial return on capital investment. 
A purchaser of a security invests his 
money with the understanding that 
another person will use that invest- 
ment to make a return on the inves- 
tor’s capital. Similarly, the franchisee 
invests his capital with the expecta- 
tion that the benefits of association 
with the franchisor (trademark affili- 
ation and assistance) will significantly 
increase the profitability of his busi- 
ness and yield a substantial return on 
his capital. In each case, the investor 
and the franchisee part with their cap- 
ital in the belief that the other person 
possesses skills which enable him to 
return more on their investment than 
they themselves would be able to do. 
Consequently, both are dependent on 
the other person’s expertise and abili- 
ty for a profitable investment. The sig- 
nificant difference between a fran- 
chise and a security is that the 
franchisee contributes labor as well as 
capital to the franchised business, and 


Footnotes continued from last page 
vertically and into the distribution function 
while avoiding the large-scale capital re- 
quirements demanded for more traditional 
expansion techniques.”’ Similarly, The Con- 
ference Board observed: ‘Often, the single 
most important reason for adopting fran- 
chised distribution would be to conserve or 
acquire capital, while at the same time at- 
tempting to establish an effective distribu- 
tion network as quickly as possible.’’ NICB 
Report, at R. II. 1416. 

One form of security under the Federal 
securities laws, is an “investment contract,” 
which the Supreme Court has defined as: 

“A contract, transaction or scheme where- 
by a person invests his money in a common 
enterprise and is led to expect profits solely 
from the efforts of the promoter or third 
party, it. being immaterial whether the 
shares in the enterprise are evidenced by 
formal certificates or by nominal interests 
in the physical assets employed in the en- 
terprise.” 

Securities and Exchange Commission v. 
W. J. Howey Co., 328 U.S. 293 (1964). Subse- 
quent cases have modified the “‘solely”’ test. 
In Securities and Exchange Commission v. 
Glen W. Turner Enterprises, Inc., 474 F.2d 
476 (9th Cir. 1973), for example, the court 
stated ‘“{We] adopt a more realistic test, 
whether the efforts made by those other 
than the investor are the undeniably signifi- 
cant ones, those essential managerial efforts 
which affect the success or failure of the en- 
terprise.” 
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thereby retains some control over the 
return on his own investment. ”° 

Nevertheless, the franchisee’s reli- 
ance on the franchisor’s expertise and 
ability make the franchisor primarily 
responsible for the success or failure 
of a franchise. 

It is because of this dependence on a 
second party’s expertise that both the 
securities investor and the prospective 
franchisee need information about the 
second party’s skills to rationally 
evaluate the investment. In the securi- 
ties field, government regulation and 
private information services supply 
the information needed by the pros- 
pective securities investor. In franchis- 
ing, the best (and in many instances 
only) source of needed information is 
the franchisor itself. 

As clearly demonstrated by the 
record, however, many franchisors, 
anxious to obtain the franchisee’s cap- 
ital, find it in their interest to misrep- 
resent or not fully disclose material in- 
formation needed by the prospective 
franchisee.”! These practices have oc- 
curred in the offering and sale of each 
of the three types of franchise ar- 
rangements described above.?? The 


2For this reason, the SEC and a number 
of courts have taken the position that a 
franchise agreement does not ordinarily 
constitute a security. See Ch. II, note 23, 
supra, and Freedman, ‘‘An Analysis of the 
Franchise Agreement Under Federal Securi- 
ties Laws,” 27 Syracuse L. Rev. 919 (1976). 

21 As noted by Neil S. McCoy, Chief Coun- 
sel, Div. of Corporation Finance, Securities 
and Exchange Commission, before the 
House Select Committee on Small Business, 
June 27, 1973: 

“Reputable and experienced franchisors 
will ordinarily provide full disclosure to 
prospective franchisees in order to establish 
a healthy business relationship. However, 
the Commission’s experience in the securi- 
ties field would tend to confirm that this is 
not always done. Those who are engaged in 
selling a fairly complex, intricate, intangible 
piece of property to members of the buying 
public do not always voluntarily make full 
disclosure to prospective buyers, particular- 
ly as to items of disclosure which will make 
it more difficult to close the sale. While 
many franchisors are primarily interested in 
obtaining retail outlets for whatever goods 
or services they have for sale to the public, 
some appear to be primarily interested in 
selling franchises in order to collect the fees 
involved.” 

2Examples of package franchises which 
were the subject of complaints include those 
involving campgrounds (R. VI, 1348; R. VI, 
2541); cinemas (R. VI, 1344); business serv- 
ices (R. VI, 674); retail stores (R. VI, 835; R. 
VI, 850); laundromats (R. VI, 1012); fast- 
food restaurants (R. VI, 335; R. VI, 664; R. 
VI, 680; R. VI, 1346; R. VI, 1593; R. VI, 2356; 
R. VI, 2368, R. VI, 881). In addition, the fol- 
lowing types of franchises were the subjects 
of complaints in the initial comment period: 
donut stores, employment agencies, ice 
cream stores, car washes, copy centers, art 
galleries, convenience food stores, and loan 
referral services. 

Over thirty percent of the franchisee com- 
plaints received on the public record con- 
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demonstrated inability of franchisees 
to obtain full and accurate informa- 
tion at a reasonable cost has prompted 
the Commission to adopt a definition 
which includes all three types of fran- 
chise arrangements within the scope 
of the rule. 

2. The Term “Franchise” Defined. A 
“franchise” is defined in the rule as 
any continuing commercial relation- 
ship which takes the form of one of 
the arrangements specified in para- 
graph (a) (1) and (2), and is not other- 
wise exempted or excluded by para- 
graph (a) (3) and (4). The rule applies 
not only to those relationships which 
in fact fall within the definition, but 
also to ‘“‘any relationship which is rep- 
resented either orally or in writing to 
be a franchise,’ as defined in para- 
graph (a) (1) and (2).% Thus, if a 
franchisor promises a_ prospective 
franchisee that he will provide signifi- 
cant assistance in the operation of the 
franchise, but subsequently fails to do 
so, the offering is still subject to the 
rule despite the fact that, without 
such assistance, the resulting relation- 
ship does not in fact meet the defini- 
tion. *4 


- 


cerned distributorships or dealerships, other 
than multi-level and pyramid distributor- 
ships, vending machine routes and rack job- 
bing routes. Some of these complaints fall 
within the ‘“‘business opportunity” arrange- 
ment rather than the “product” franchise 
category. 

Over twenty-five percent of the 400 com- 
plaints on the record dealt with vending ma- 
chine distributorships, most of which would 
fall under the “business opportunity” cate- 
gory discussed above. 

Another eight percent of the complaints 
dealt with rack jobbing opportunities. See, 
e.g., R. IV, 2878; R. IV, 2905; R. IV, 2906; R. 
IV, 2910; R. IV, 2922; R. VI, 1000. 

The Commission has previously evidenced 
a concern for deceptive sales practices in 
product and business opportunity franchise 
arrangements. See, e.g., Cope Enterprises, 
Inc., 87 FTC 129 (1976); Consolidated Inter- 
national Tool & Oil, Inc., 86 FTC 946 
(1975); National Dynamics Corp., 85 FTC 
1052, modifying 85 FTC 391 (1975); Redi- 
Brew Corp., 83 FTC 446 (1974); Consoli- 
dated Chemical Corp., Inc., 84 FTC 379 
(1974). 

23See the introductory jurisdictional sen- 
tence of the rule and paragraph (a)(5) of 
this section. The Commission has derived 
this provision from the first alternative defi- 
nition in the revised proposed rule, Appen- 
dix C. One of the alternative criteria under 
that definition was that the franchisor rep- 
resent either orally or in writing that it 
would more than nominally assist the 
franchisee. The effect of this provision was 
to bring within the scope of the rule those 
relationships which franchisees reasonably 
believed from the franchisor’s oral and writ- 
ten representations to be franchises regard- 
less of whether the relationships in fact met 
the definition. The present language reorga- 
nizes and clarifies the previous provision 
without changing the substantive operation 
or scope of the rule. 

24The Commission has adopted this provi- 
sion in light of the record evidence demon- 
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It is the intent of paragraph (a)(5) 
that, if the parties reasonably under- 
stood from the representations made 
at the time they entered into the rela- 
tionship that the relationship would 
have the characteristics specified in 
the definition of ‘franchise,’ the re- 
sulting relationship is within the scope 
of the rule.” 

a. “Continuing Commercial Rela- 
tionship”. Section 436.2(a)—There is a 
general agreement that central to the 
definition of the term ‘“‘franchise’’ is 
the concept that the relationship must 
be both “continuing” and “commer- 
cial.” °° Paragraph (a) requires that 
both these elements be present for the 
relationship to come within the rule. 
The rule does not apply to relation- 
ships which are not entered into with 
the expectation of profit, or to com- 
mercial relationships which do not in- 
volve a course of dealing over a period 
of time. Nor does it apply to relation- 
ships in which the characteristics of a 
franchise listed in paragraph (a) (1) 


Footnotes continued from last page 

strating that many franchisors, in fact, fail 
to fulfill their promises of assistance. See 
the discussion, supra, in Ch. III. If such 
franchisors were not required by the rule to 
give franchisees full disclosure, franchisees 
would be deprived of information ‘about 
those very franchisors who are most likely 
to cause them harm: those who fail to fulfill 
their promises. For this reason, the Com- 
mission has adopted a definition of ‘‘fran- 
chise” which includes relationships which 
are represented, either orally or in writing, 
to be franchises. 

*The representations must be made in 
such a manner that a reasonable person 
would understand by them that the franchi- 
sor intended to make the matter represent- 
ed (e.g., training) a part of the arrangement. 
In other words, the objective standard of 
intent, derived from general principles of 
contract law, is the standard to be applied 
in determining whether a franchisor offered 
an arrangement with the characteristics of 
a franchise. 

It should also be evident from this provi- 
sion that a relationship may be a franchise 
for the purposes of the rule regardless of 
the label that the parties attach to it. If the 
arrangement has the characteristics of a 
“franchise” as specified in par. (a) (1) and 
(2), it is within the scope of the rule wheth- 
er or not it is referred to as a “franchise,” a 
“distributorship,” a “purchase agreement,” 
an “independent contractor agreement,” or 
some such other term. Similarly, those rela- 
tionships which are labeled as franchises 
will be covered only if they fall within the 
definition of “franchise” in the rule. 

**The record indicates that there is no 
major disagreement for the proposition that 
for a relationship to be considered a fran- 
chise, it must first be a continuing commer- 
cial relationship. See generally, J. McCord, 
The Franchising Sourcebook 5 (1970): “It is 
characteristic of the arrangement that it is 
continuing and cooperative, with the parties 
independent but mutually interdependent 
businessmen.” The requirement that a rela- 
tionship be both continuing and commercial 
to be a franchise was contained in both the 
original proposed rule (Appendix B) and the 
revised proposed rule (Appendix C). 
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and (2) are not expected to be present 
on a continuing basis. 2’ 

The relationship must be “created 
by arrangement or arrangements” 
with the characteristics listed in para- 
graphs (a)(1) and (2). In determining 
whether a relationship is a franchise, 
the entire course of dealing between 
the two parties must be considered. 
The arrangement need not be formal- 
ized in a single written instrument; 
indeed, the arrangement may be found 
in a number of written agreements,** 
or oral understandings which supple- 
ment or even contradict written in- 
struments.”? Arrangements which rest 


27 The rule applies to a relationship only if 
the parties reasonably anticipated at the 
time of. entering into it that it would origi- 
nally have the features of franchising set 
out in paragraph (a) (1) and (2). The rule is 
not intended to cover a situation where a re- 
lationship temporarily takes on the charac- 
teristics of franchising due to circumstances 
which were unforeseen at the time of enter- 
ing into the relationship. An example would 
be the situation where a conventional pro- 
ducer or wholesaler imposes controls over a 
distributor or retailer in. response to unusu- 
al financial difficulties. In such a case, the 
distributor, at the time he enters the rela- 
tionship, bargains only for a relationship in 
which he bears the ordinary risk of doing 
business and not for a franchise relation- 
ship in which the risk is reduced. This situa- 
tion lacks the potential for abuse found in 
franchise sales. 

2>Common examples of the type of writ- 
ten agreements which may contain some of 
the obligations of the franchisee and 
franchisor include leases for the rental of 
the business premises, property, or equip- 
ment, licenses for the use of signs, and con- 
tracts for the supply and purchase of goods. 
In a gasoline service station operation, for 
example, the obligations of the franchisee 
are usually contained in a lease for the 
premises and a contract for the purchase of 
goods (i.e., gasoline, oil, etc.) to be redistrib- 
uted by the franchisee. See comments of 
Jerry S. Cohen, National Congress of Petro- 
leum Retailers, Inc., at Tr. 419 et seq. In 
covering arrangements created by a series of 
written agreements, the rule as adopted is 
consistent with the scope of the rule as con- 
tained in the previously published proposed 
versions. 

*°For the purposes of establishing wheth- 
er a relationship is a ‘‘franchise,”’ oral terms 
of the parties’ relationship may be shown 
even if they would otherwise be barred in a 
contract action by the parol evidence rule or 
by express written agreement. While this 
provision creates certain problems of proof 
and imposes on franchisors the responsibili- 
ty to police oral statements of its agents, 
the evidence in the record demonstrating 
failure of franchisors to fulfill oral promises 
requires the Commission to include this pro- 
vision. See the discussion in Chapter III, 
supra, Problems Associated With Franchis- 
ing and notes supra. In including franchises 
created by oral agreements, the rule is con- 
sistent with both previously published pro- 
posed versions. The first rule explicitly in- 
cluded oral agreements, and the revised pro- 
posed rule, in the first alternative defini- 
tion, explicitly included oral representations 
of assistance as one of the alternative crite- 
ria defining ‘‘franchise.” 


entirely on oral representations, how- 
ever, are expressly exempted in para- 
graph (a)(3)Civ).*° 

b. Product and Package Franchises. 
Section 436.2(a)(1)(i)—Paragraph 
(a)(1) Gi) covers conventional product 
and package franchises in which the 
franchisee distributes goods or services 
associated with the franchisor. Three 
characteristics define product and 
package franchises: (1) distribution of 
goods or services associated with the 
franchisor’s trademark (paragraph 
(a)(1)(i(A)); (2) exercising of signifi- 
cant control over, or the giving of sig- 
nificant assistance to, the franchisee 
by the franchisor (paragraph 
(a)(1)(i(B)); and (3) payment by the 
franchisee to the franchisor (para- 
graph (a)(2)). 

1. Distribution—Section 436.2(a)(1) 
(it A)—By distinguishing goods or 
services which are associated with the 
franchisor’s trademark, product and 
package franchisees gain the benefit 
of the franchisor’s established reputa- 
tion. Paragraph (a)(1)(i)(A) sets out 
the two patterns of distribution used 
in product and package franchising, by 
which the franchisee becomes substan- 
tially associated with the franchisor’s 
trademark. 


%° Section 436.2(a)(3)(iv) exempts any fran- 
chise where there is “no writing which evi- 
dences any material term or aspect of.the 
relationship or agreement.’”’ See discussion 
on this paragraph, infra. 

“Substantial association” with the 
franchisor’s trademark is the critica! factor 
that significantly increases the franchisee’s 
potential for success and reduces his risk of 
doing business. See the discussion, supra. 
The record clearly supports the proposition 
that trademark association is a necessary 
element of package and product franchis- 
ing. See e.g., comments of Prof. Donald 
Thompson, York University, Tr. 304-307 
(one of franchising’s central concepts is that 
“the franchisee’s business is operated using 
the tradename and/or standardization of 
the franchisor”); Jerry Cohen representing 
the National Congress of Petroleum Retail- 
ers, Tr. 420-421 (‘The key [to the franchise 
relationship] is [the franchisors’] ability. 
their legal ability if necessary, to have a 
place to dispose of their products under con- 
tract, under their trade name”); United 
States Trademark Association, R. III, 1146 
(‘The definition should be limited to rela- 
tionships in which the trademark license is 
a fundamental aspect and, indeed, to only 
some of those relationships.’’); Harry A. 
Paynter, R. III, 1232; Report No. 111, ‘‘Fran- 
chising: Alleged Abuses and Possible State 
Remedies,” Ohio Legislative Service Com- 
mission (May 1974), R. V., 2865. As stated by 
the United States District Court in Susser v. 
Carvel Corp., 206 F. Supp. 636, 642 
(S.D.N.Y. 1962) aff'd, 332 F. 2d 505 (2d-Cir. 
1964), cert. denied as improvidenily granted, 
381 U.S. 125 (1965), ‘“‘The cornerstone of a 
franchise system must be the trademark or 
the tradename of the product.” 

Recognizing the importance of association 
with the franchisor’s trademark, the revised 
proposed rule, (App. C), expressly included, 
as one of a number of alternative definition- 
al criteria, a requirement that the “oper- 

Footnotes continued on next page 
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The first pattern, in which the 
franchisee distributes goods identified 
by the franchisor’s trademark, is the 
classic distribution pattern of product 
franchising.*? The second pattern de- 
scribes the distribution function of 
package franchising, in which the 
franchisee (1) operates his outlet 
under a name which “trades off” the 
franchisor’s trademark, and (2) dis- 
tributes goods or services which are re- 
quired to meet the franchisor’s quality 
standards.* In either pattern of distri- 
bution, the distribution of goods or 
services must be made to persons 
other than the franchisor.* To qualify 
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ation of the franchisee’s business” be ‘‘sub- 
stantially associated” with the franchisor’s 
trademark, service mark, tradename, adver- 
tising or other commercial symbol designa- 
ting the franchisor. To clarify what was in- 
tended by the phrase, the Commission has 
revised the language of the rule by adopting 
par. (a)(1)(iA), which indicates precisely 
the manner in which a franchisee’s oper- 
ation becomes “substantially associated” 
with the franchisor’s trademark. While the 
phrase ‘substantial association” no longer 
appears in the defnition as adopted, the 
substance of that requirement is contained 
in the distribution arrangements set out in 
par. (a)(1)(i)(A). Because product and pack- 
age franchises must have one of the distri- 
bution arrangements specified in the para- 
graph, the operation of all product and 
package franchises will be ‘substantially as- 
sociated” with the franchisor’s trademark. 

* This distribution pattern was also one of 
the alternative definitional criteria set out 
in the revised proposed rule, (App. C). Par. 
(a)(1)i) of both alternative proposed defini- 
tions covered the distribution arrangement 
where a franchisee offered, sold, or distrib- 
uted ‘‘goods or commodities manufactured, 
processed, or distributed by the franchisor.” 
This provision has been combined with the 
former “substantial association’’ require- 
ment to form the present par. 
(aX(1)G(AX1). . 

*Par. (a)(1)(iMkA)(2) includes those mar- 
keting units which do business under a 
name which incorporates the name or trade- 
mark of the franchisor as well as those 
which simply do busines under the franchi- 
sor’s name or trademark (e.g., ‘Riggs’ 
Texaco Service” and “Burger King”). This 
particular provision would not include mar- 
keting units which did business in its own 
name and simply distributed finished brand- 
ed products. Such units would be covered 
under par. (a)(1)(i)(A)(2). 

“This provision has been derived from 
former § 436.2(a){1) and § 436.2(a)(3) of the 
first alternative definition of the revised 
proposed rule, (App. C). Under those provi- 
sions, arrangements in which the franchisee 
offered or sold “services established, orga- 
nized, approved, or directed” by the franchi- 
sor, and in which the franchisee’s operation 
was “substantially associated” with the 
franchisor’s trademark, would have been in- 
cluded within the scope of the rule. Present 
par. (a)(1)(i)(A)(2) combines these two con- 
cepts to clarify the intended operation of 
the rule. 

*This provision therefore excludes rela- 
tionships in which a producer authorizes an- 
other party to produce goods according to 
its specifications for the purchase by the 
producer. 
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as a product or package franchise 
under paragraph (a)(1)(i), a relation- 
ship must possess one or the other of 
these distribution arrangements. *® 

2. Significant Control or Assist- 
ance—Section 436.2(a)(1)i«B)—A 
number of producer-distributor/dealer 
relationships involve the patterns of 
distribution set out in paragraph 
(a)(1)Gi){A), but only some of them are 
franchises. One critical difference be- 
tween franchises and such other rela- 
tionships is that a franchisor exercises 
significant control over the franchi- 
see’s method of operation, or gives the 
franchisee significant assistance there- 
by substantially increasing the 
franchisee’s potential for success while 
reducing his independence. Relation- 
ships in which a producer or supplier 
maintain little or no control over the 
distributor of its goods is not a fran- 
chise because the distributor bears 
only the ordinary risks of doing busi- 
ness. 

The Commission has_ therefore 
adopted a definition of ‘franchise’ 
which includes a ‘control’ require- 
ment and an alternative “assistance” 
requirement.*7 Comments on_ the 
record clearly support the proposition 
that ‘“‘control” is often a common fea- 
ture of franchising,** and thus, is an 
appropriate element of the definition 
for the purposes of the rule.** There- 


36A relationship may still be a “franchise” 
if it does not have either of these distribu- 
tion patterns but still satisfies the alterna- 
tive definitional criteria set out in par. 
(a)(1)ii) and (a)(2), which defines the “‘busi- 
ness opportunity” ventures subject to the 
rule. 

37The revised proposed rule, (App. C) re- 
quested comment on two alternative defini- 
tions of the term “franchise.” One defini- 
tion focused on the extent of the franchi- 
sor’s control over the franchisee’s method of 
operation, and the other focused on the 
franchisor’s offers of assistance to the 
franchisee. As noted below, both definitions 
generated significant record support. In 
light of these comments, the Commission 
has adopted the suggestion made by several 
commentators and combined the two alter- 
native approaches. See, e.g., Randall P. Bor- 
cherding, California Deputy Attorney Gen- 
eral, R. V, 2041 (‘Consideration should be 
given to the incorporation of both concepts 
into one broadened definition.”). Charmaine 
Crown, Office of the Attorney General, New 
Mexico, R. V, 24; Dardanella L. Evans, R. V, 
1244. 

38 See, e.g., Decorative Products, Inc., R. V, 
2633, (‘a true franchise relationship in the 
traditional sense, is based upon the control 
which the franchisor exercises”); Interna- 
tional Association of Ice Cream Manufactur- 
ers, R. V, 2213 (‘We are convinced that the 
control concept (together with the payment 
of a franchise fee) is at the heart of the true 
franchise relationship.”’). 

See, e.g., comments favoring the “con- 
trol” approach: Sutherland, Asbill & Bren- 
nan, R. V, 1175 (“we urge that the Commis- 
sion adopt alternaiive definition (a)-2.... 
Our study convinces us that a ‘control’ test 
will permit more application to those situa- 
tions that require federal regulation’); Ar- 
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fore, in addition to meeting the distri- 
bution requirements of paragraph (A) 
the franchisor (defined in the prior 
paragraphs as the person whose trade- 
marked goods or services the franchi- 
see is distributing) must exert, or have 
the authority to exert, a “significant” 
degree of control over the franchisee’s 
“method of operation.” The word “‘sig- 
nificant” is intended to distinguish the 
type of contro! present in franchise ar- 
rangements from the minimal controls 
that exist in some prcducer-distribu- 
tor/dealer relationships not intended 
to be included in the rule.” The 


kansas Securities Department, R. V, 115; 
General Advertising Corp., R. V, 537; 
Amsted Industries, Inc., R. V, 636; Signode, 
R. V, 55; Coleman Co., Inc., R. V, 636; Signo- 
de, R. V, 55; Coleman Co., Inc., R. V, 36; 
Anti-Friction Bearing Manufacturers’ Asso- 
ciation, R. V, 1239; Exxon Co., U.S.A., R. V, 
1223; National Machine Tool Builders’ Asso- 
ciation, R. V, 2265; National Retail Mer- 
chants Association, R. V, 2472; Toyota, R. V, 
2519. 

4A number of persons expressed concern 
that the “control” approach used in the 
original proposed rule (App. B) would in- 
clude ordinary manufacturer-retailer rela- 
tionships. See, e.g, American Paper Inst., R. 
II, 1774; Amway Corp., Tr. 1525; Beltone 
Electronics Corp., Tr. 1121; Caterpillar 
Tractor Co., Tr. 674; Crown Controis Corp., 
R. Ii 246; E. I. Dupont, de Nemours & Co., 
R. III, 284-87; Electronic Industries Associ- 
ation, R. III, 1542-43; Gas Appliance Manu- 
facturers Association, R. III, 1231-32; Inde- 
pendent Grocers Association, Tr. $70; Inter- 
national Telephone & Telegraph, R. II, 
212-15; Matsushita Electronic Corp. of 
America, R. III, 1076-77; National Associ- 
ation of Wholesaiers-Distributors, R. III, 
1498; Schwinn Bicycle Co., Tr. 163; Stanley 
Home Products, Inc., R. ITI, 945; Uniroyal, 
Inc., R. ITI, 1189; Professor Charles L. 
Vaughn, Boston College, Tr. 1105. 

Accordingly, the revised proposed rule ex- 
pressly called for comment on the question 
whether the definition should reflect a cer- 
tain degree of control. A number of com- 
ments expressed the position that a “sub- 
stantial” or “significant’’ degree of control 
was the appropriate standard. 

See, e.g., Raytheon Co., R. V, 1256, “As we 
understand the term ‘franchising’ in its cus- 
tomary: usage ... rights are established on 
behalf of the franchisor to exert substantial 
control over the operation of the fran- 
chise.”; Texaco, Inc., at R. V, 1661, “It is our 
view ... that a true franchise relationship 
is marked by a ‘substantial degree of con- 
trol’ over the franchisee’s method of oper- 
ation”; Greene, Tweed & Co., R. V, 1903, 
“Para. 436.2(a)(2) should refer to a ‘substan- 
tial degree of control,’ rather than ‘any con- 
trol’ ”’ 

See also Construction Industry Manufac- 
turers Association, R. V, 1970; Hyster Co., 
R. V, 1220; Anti-Friction Bearing Manufac- 
turers Assn., R. V, 1239; Sutherland, Asbill 
& Brennan, R. V, 1175; Beltone, R. V, 1188; 
Office of the Illinois Secretary of State, R. 
V, 1204; Standard Oil of California, R. V, 
2398, Stanley Home Products, Inc., R. V, 
2457; and National Retail Merchants Associ- 
ation, R. V, 2472. 

The indicants of control will vary from in- 
dustry to industry. What constitutes “sig- 
nificant control” can only be determined by 

Footnotes continued on next page 
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phrase “method of operation” refers 
to those areas of business operations 
that, in a conventional commercial re- 
lationship, would be within the discre- 
tion of the non-franchised distributor. 
This area includes matters such as 
business organization, hours of oper- 
ation, format or design of the outlet, 


management, promotional activities, 
marketing plan,“ or business affairs.* 


Footnotes continued from last page 

examining contract provisions and the 
actual policies followed by the franchisor on 
a case-by-case basis. Generally speaking, 
however, the term “significant” is intended 
to convey the concept that the franchisee is 
substantially dependent upon the control 
exercised by the franchisor. Whether or not 
control is “‘significant’’ must inevitably turn 
on its importance to the distributor, and 
any type of control—including those noted 
below—may be significant in a proper case. 

Minimal controls are often present in non- 
franchised marketing arrangements. These 
types of controls—which often affect only a 
particular line of goods or services—do not 
usually constitute ‘significant control over 
the franchisee’s method of operation” 
within the meaning of the rule. Common 
examples of such minimal controls include 
agreements between producers and retailers 
to display the producer’s goods, to use best 
efforts to sell them, and not to misrepresent 
the brand of the goods (see, e.g., comments 
of Donald Thompson, York University, at 
Tr. 304; Superscope, Inc., at R. III, 14; firm 
of LeBoeuf, Lamb, Leiby and MacRae, at R. 
III, 57); agreements to permit inspections to 
ensure noninfringing uses of the trademark 
(see comment of Harry A. Paynter, on 
behalf of the Gas Appliance Manufacturers 
Association, Inc., at R. III, 1231); agree- 
ments between a retailer and a trading 
stamp company providing for the distribu- 
tion of trading stamps in connection with 
retail sales of merchandise or _ service 
(Sperry & Hutchinson Co., R. V, 2270); 
agreements between a bank credit inter- 
change organization and _  “—retailers or 
member banks for the provision of credit 
cards and credit services (see comments of 
Interbank Card Association, National Bank- 
Americard, Inc., The American Bankers As- 
sociation, and Charge Account Bankers As- 
sociation, at R. ITI, 19; Central National 
Bank, R. III, 63); and agreements between 
producers and retailers to perform warranty 
obligations (see comments of Electronics In- 
dustries Association, R. V, 2353). 

These minimal controls do not make such 
relationships “franchises” because they do 
not significantly affect the overall business 
methods or business operation of the dis- 
tributor, but merely constitute agreements 
as to certain obligations with respect to the 
distribution of services or goods which are 
not a predominant part of the distributor’s 
business. The distributor is not substantial- 
ly dependent upon the producer’s expertise 
or ability for making the distributorship 
profitable; he assumes the ordinary risks of 
the independent businessman. 

“One of the elements of the definition of 
“franchise” used in the California Franchise 
Investment Law. Cal. Corp. Code Sec. 31110 
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The franchisee’s potential for suc- 
cess may be enhanced (and his depen- 
dence increased) by direct assistance 
from the franchisor as well as by 
direct controls imposed by the franchi- 
sor.** Comments on the record strong- 


(West Supp. 1971) is the distribution of 
goods or services under a ‘‘marketing plan 
or system prescribed in substantial part by a 
franchisor.”’ The term “marketing plan” was 
further explained in Guidelines for Deter- 
mining Whether an Agreement Constitutes 
a “Franchise,” Release No. 3-F (Revised) at 
2, 4, and 5 (1974). While the term is used in 
a somewhat different context in the Com- 
mission's rule, the discussion in the Califor- 
nia “‘Guidelines” may be helpful. The Cali- 
fornia ‘‘Guidelines” cites the following ex- 
amples of provisions which could constitute 
a “marketing plan”: prescribing or limiting 
resale prices, restrictions on use of advertis- 
ing or mail order business, requiring display 
racks, giving detailed directions and advice 
concerning operating techniques, assigning 
exclusive territory, providing for uniformity 
or distinctiveness of appearance, limiting 
sale of competitive products, requiring ap- 
proval of advertising and signs, providing 
training sessions, and the use of a manual. 
The “Guidelines” note, ‘‘While any one of 
the restrictions which have been, or many 
others which could be mentioned, may not 
amount to a ‘marketing plan or system pre- 
scribed in substantial part by a franchisor,’ 
several such restrictions taken together, 
may be sufficient to amount to such a plan 
or system.” 

Other examples were cited in the General 
Rules and Regulations Under the Franchise 
Disclosure Act, State of Illinois. Rule 102 
States, in part: 

“Examples of such a (marketing) plan or 
procedure include but are not limited to: 
site selection, construction, remodeling and 
decorating business premises; fixtures, 
equipment and signs utilized in the conduct 
of business; standards, dress and training 
programs for employees; hours of operation; 
limitations on products or services which 
the business may sell; quality and uniform- 
ity of products or services sold by the busi- 
ness; advertising; pricing and credit prac- 
tices; customer relations; warranties to cus- 
tomers; and other requirements intended to 
produce a uniform or ‘chain’ image.” 

The rule then goes on to repeat the Cali- 
fornia “Guidelines” note cited above. 

“In fast-food franchising, for example, 
Professors Hunt and Ozanne, in their study, 
The Economic Effects of Franchising, R. II, 
1102-7, focused on several key areas in 
which the franchisor exercised substantial 
control: (1) franchisee hours of operation, 
(2) bookkeeping system, (3) product line 
(menu control), (4) the content of and 
media for local advertising, (5) retail prices, 
(6) standards for cleanliness, and (7) 
number of employees. What constitutes a 
franchisee’s “method of operation” varies 
depending on the type of operation being 
franchised, and areas other than those 
noted by Ozanne and Hunt will exist for 
other franchises. 

The list of areas noted in the rule is 
meant to be illustrative and by no means 
lists all possible “‘methods of operation.” 

43 Assistance” is in fact the reverse side of 
the coin of “control.” While a franchise 


ly support the inclusion of an alterna- 
tive “assistance” concept in the defini- 
tion.** In light of the record support, 


agreement may expressly reject the franchi- 
sor’s right to control the methods of oper- 
ation of the franchisee, the franchisee may 
as a practical matter remain entirely de- 
pendent on the franchisor’s direct ‘‘assist- 
ance.” In a “control” situation, the franchi- 
sor reduces the franchisee’s risk of doing 
business, simply by directing the franchi- 
see’s actions. In an “assistance” agreement, 
the franchisor reduces the franchisee’s risk 
of doing business by training or otherwise 
assisting the franchisee to make the right 
business decisions. In both cases, the 
franchisee is dependent on the franchisor’s 
superior knowledge and expertise. 

Assistance may include, for example, 
training, accounting service, management 
advice, promotional assistance (but see dis- 
cussion below), location selection, employ- 
ment advice, and similar expert help in the 
area of marketing. 

*Close examination of comments on the 
public record indicates that many industry 
representatives and state officials prefer a 
definition of ‘‘franchise” based on the repre- 
sentations and promises made by the 
franchisor because this is the area in which 
the abuse occurs. See e.g., the ‘position 
statement” submitted by International Har- 
vester Co., at R. V, 1253, recommending that 
the “alternative (a)-1 definition of fran- 
chise, i.e., assistance be adopted because 
that definition is broader than the (a)-2 
definition and as such would require disclo- 
sure where it is needed the most, i.e., where 
there is a promise of assistance and the as- 
sistance is never given.” In this regard, see 
also the statement of Randall P. Borcherd- 
ing, California Deputy Attorney General, at 
R. V, 2041. Other comments supported the 
“assistance” alternative. National Automat- 
ic Merchandising Association, at R. V, 1215; 
Willie R. Barnes, Assistant Commissioner, 
California Department of Corporation at R. 
V, 1561; Ford Motor Co., at R. V, 2396; 
Camden County Office of Consumer Af- 
fairs, at R. V, 34. 

Those favoring a definition based on rep- 
resentations indicated that a definition 
based on the amount of control alone would 
allow franchisors that exercise little or no 
control over their franchisees to evade the 
rule’s coverage. As an illustration, M. James 
Lorenz, Deputy District Attorney, Fraud Di- 
vision, Office of the District Attorney for 
the County of San Diego, explained, ‘If the 
definition relates solely to control, it makes 
the matter difficult to prove.’”” Emphasizing 
the critical importance of the definition of 
“franchise” to the prosecution of fraudulent 
sales of franchises, Mr. Lorenz explained 
that his office had to reject ten cases solely 
because “the facts failed to fit the defini- 
tion of what constitutes a franchise under 
California law.”’ He stated at R. V, 1943-50, 
that these were cases in which: The citizen 
is verbally told of all the things the compa- 
ny will do for the purchaser; but in the con- 
tract an escape clause states the purchaser 
may disassociate himself from the control, 
in whole or in part, from the company; i.e., 
sell their own products, change the name of 
the company; but as a practical matter, 
most purchasers in our county ... must rely 
on the company solely for support ... yet 

Footnotes continued on next page 
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the Commission has included, as an al- 
ternative to the “control” provision, a 
provision to cover relationships in 
which the franchisor (again defined as 
the person whose trademarked goods 
or services the franchisee is distribut- 
ing) gives significant assistance “ to 
the franchisee in his “method of oper- 
ation.” “© However, assistance in the 
franchisee’s promotional activities 
does not, in and of itself, constitute 
“significant assistance’ within the 
meaning of this provision.*? The provi- 
sion would also include relationships 
in which the franchisor promised such 
assistance, but in fact failed to fulfill 
his promise. *® 


Required Payment—Section 


436.2(a)(2).—As noted above, the third 


Footnotes continued from last page 

the phraseology giving the purchaser the 
right to operate independently takes the 
matter outside of the purview of the Cali- 
fornia Franchise Law. 

Considerations such as those expressed by 
Mr. Lorenz have played a significant role in 
the Commission’s decision to use the “‘assist- 
ance criteria’ in the definition of franchise. 

**Where the assistance given is limited to 
agreements with respect to the distribution 
of a particular line of goods or services 
which do not constitute a predominant part 
of the franchisee’s business, the assistance 
is not “significant.” As in the context of 
“control,” (discussed in detail above) the 
phrase “significant” is intended to convey 
the meaning that the franchisee is substan- 
tially dependent upon the franchisor’s as- 
sistance in the overall operation of the 
franchisee’s business. Thus, for example, 
the provision of a sales display, saies kit, 
product samples, sample case, or other pro- 
motional material which is intended to be 
used by the distributor in making sales, does 
not, in most cases, constitute “significant as- 
sistance” (Dart Industries, R. ITT,. 255-256), 
nor does the financing or granting of credit 
by a producer to a distributor or dealer for a 
particular product line which does not con- 
stitute a predominant part of the franchi- 
sees’ business. Of course, whether ‘“‘assist- 
ance” is “significant’”’ depends, as it does in 
“control” type relationships, on the impor- 
tance of the assistance to the distributor, 
which requires a careful study of the provi- 
sions of the agreement on a case-by-case 
basis. Thus in any particular case, any type 
of assistance may be “significant”? within 
the meaning of the definition. 

*The phrase ‘method of cperation’”’ is 
discussed in detail in the preceding notes. 
Where the assistance is given with respect 
to some aspect of the franchisee’s business 
other than his “method of operation,” it is 
not covered by this provision. 

“Unless promotional assistance is coupled 
with assistance with respect to other areas 
of the franchisee’s method of operation, it 
does not, in and of itself, constitute “signifi- 
cant assistance.” This includes, for example, 
cooperative advertising programs, promo- 
tional signs and displays, and other similar 
promotional devices. However, if the pro- 
ducer offers assistance in any other area, 
then the promotional assistance may be 
considered with it in a determination of 
whether the assistance offered is ‘‘signifi- 
cant”. 

*See discussion 
§ 436.2(a)(5). 


above relating to 
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distinguishing characteristic of fran- 
chising is the payment of money to 
the franchisor by the franchisee. This 
characteristic is required in section 
436.2(a)(2). The record demonstrates 
that limiting the scope of the rule to 
relationships in which the franchisee 
pays money to the franchisor is appro- 
priate because it is the promise of low- 
cost capital that attracts franchisees 
and gives rise to problems in the sale 
and offering of franchises.*? To reflect 
this limitation, the Commission has 
adopted the requirement that a 
franchisee, as a condition of obtaining 
or commencing the franchise oper- 
ation, must be required, to make a 
payment, or a commitment to pay, to 
the franchisor or an “affiliated 
person.” °° 

The required payment is not limited, 
however, to a front-end ‘franchise 
fee,”” because the record clearly dem- 
onstrates that capital may be generat- 
ed for franchisors by arrangements 
other than a front-end fee.*' Thus the 


See, e.g., former California Commission- 
er of Corporations, Anthony R. Pierno, Tr. 
645; Farm and Industrial Equipment Insti- 
tute, R. V, 2291; United States Shoe Corp., 
R. V, 1178; Niagara Frontier Services, Inc., 
R. V, 560; Beltone, R. V, 1178; National Elec- 
tronic Distributor’s Association, R. V, 203; 
Standard Oil of California, R. V, 2414; 
Standard Oil of Ohio, R. V, 2569; Chrysler 
Corp., R. III, 362; Firestone Rubber & Tire 
Co.,° BR: TH, 241; Hyster Co. BR: V, 1220; 
Union Carbide, R. V, 2027. 

5°The provision has been derived from the 
“minimal investment exclusion’ provision 
contained in both alternative definitions in 
the revised proposed rule (App. C). Cf. 
§ 436.1(a)(7), which is somewhat narrower. 
This provision includes payments which are 
expressly conditional to the obtaining of the 
franchise and contained in written agree- 
ment (e.g., front-end ‘franchise fees’) as 
well as those which are in fact necessary to 
begin operation, regardless of whether such 
obligations are contained in a written agree- 
ment (e.g., purchase or lease of equipment 
from the franchisor which is necessary to 
make the product). 

5!See, e.g., NICB Report, at R. II, 1444, 
“Many, though not all, franchise organiza- 
tions charge an initial fee to the new pur- 
chaser”; Professor Urban B. Ozanne, Tr. 
235; Professor Donald Thompson, York Uni- 
versity, Tr. 319; Dorothy Von Beroldingen, 
Tr.1514. See also Professor Shelby D. Hunt, 
University of Wisconsin, R. II, 3845-46 and 
Gerald G. Udell, Professor, Purdue Univer- 
sity, R. II, 4282, who suggested definitions 
which did not provide for the payment of a 
fee. See also the consumer complaints con- 
tained in R. IV and R. VI since many of the 
arrangements complained about did not re- 
quire a “front end” fee in the usual sense. 

Regarding the problem of indirect or dis- 
guised franchise fees, Willie R. Barnes, As- 
sistant Commissioner, California Depart- 
ment of Corporations, stated at R. V, 1559, 
“In our experience, we have found that 
many franchisors have restructured their 
basic franchise agreements into various 
kinds of distributorships or dealer arrange- 
ments. In many cases, the typical franchise 
fee is disguised or perhaps hidden or inter- 
mingled with the price of the goods sold.” 


59703 


‘rule includes relationships in which 


any payment or commitment to pay 
is made a condition of obtaining or 
commencing the franchise.** The pay- 
ment must be made, however, to the 
franchisor, or to a person “affiliated” 
with the franchisor.** Thus, if a 
franchisee is required to purchase 
equipment, but purchases it from a 
third party not affiliated with the 
franchisor, the payment for the pur- 
chase would not be included in the 
computation of the “required pay- 
ment.” 5 


See also the testimony of Jerry S. Cohen, on 
behalf of the National Congress of Petro- 
leum Retailers, at Tr. 420-421. 

52The Commission has included the provi- 
sion relating to “commitments” to include 
franchises with a minimal initial investment 
followed by a large isolated or recurring fee 
some months after beginning operaticn of 
the franchise. This provision intends to cap- 
ture all the potential sources of revenue 
going to the franchisor (or an “affiliated 
person”) as a result of the sale and opening 
of a new franchise outlet. Thus, a “security 
deposit” or an ‘“‘escrow deposit”? would be a 
“payment” within the meaning of the provi- 
sion. See comments of Jerry Cohen, on 
behalf of the National Congress of Petro- 
leum Retailers, at Tr. 434; cf. types of pay- 
ments considered to be a “franchise fee” 
under the California Franchise Investment 
Law, Cal. Corp. Code §31110 (West Supp. 
1971) as contained in Guidelines for Deter- 
mining Whether an Agreement Constitutes 
a “Franchise”, Cal. Dept. of Corporations, 
(1974): performance guarantee or deposit; 
nonrefundable bookkeeping charge; pay- 
ment for training and school expenses; 
charges for sales kits, brochures and pro- 
grams; payment for services; rental fees; and 
initial or set up fees. 

%This provision does not include pay- 
ments to the franchisor which are not re- 
quired (either by express obligation or prac- 
tical necessity) to obtain the franchise or 
begin operation of the cutlet. If the franchi- 
see pays the franchisor for goods or services 
which are simply “optional,” such payments 
are not included in this provision. Thus, for 
example, there would be no payment within 
the meaning of this provision where a dis- 
tributor agrees to carry a producer’s goods 
and is not required to purchase an initial 
minimum inventory. Should the distributor 
decide to stock a minimum inventory, that 
is a decision within his discretion and not 
required by the distributorship agreement. 
Under this provision, most distributors who 
do not take title to goods and who receive 
commissions, will not be making “pay- 
ments” to the producer within the meaning 
of this provision. This would include, for ex- 
ample, insurance agents (see comments of 
Insurance Company of North America, R. V, 
at 1223; National Association of Independ- 
ent Insurers, R. V, at 1763; and American 
Insurance Association, R. V, at 1833); manu- 
facturer’s agents, selling. agents, and other 
brokers. See comments of Avis Rent-A-Car, 
Tr. 829 and cf. Guidelines for Determining 
Whether an Agreement Constitutes a 
“Franchise”, California Dept. of Corpora- 
tions (1974). 

54See the definition of “affiliated person” 
at § 436.2(i). 

55In a conventional four-tier distribution 
chain (e.g., producer-wholesaler-retailer- 

Footnotes continued on next page 
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Where such payments are not signfi- 
cant, however, the franchise offering 
may be exempted under paragraph 
(a3). The offering is exempt if the 
total of all the payments or commit- 
ments referred to in paragraph (a)(2) 
(counting all such payments made 
before or within 6 months of com- 
mencing operation of the franchise 
outlet) is less than $500.** 

The record supports the proposition 
that the rule should focus upon those 
franchisees who have made a personal- 
ly significant monetary investment 
and who cannot extricate themselves 
from the unsatisfactory relationship 
without suffering a financial setback. 
Implicit in the concept of franchising, 
as viewed by the Commission, is the 
assumption of a financial risk by a 
franchisee in entering into a franchise 
relationship.*’? Indeed, it is essential 
that the prospective franchisee be 
given material information about the 
franchise offering in order to permit 
him to evaluate the risk that he is 
taking. Where a franchisee makes no 


Footnotes continued from last page 
consumer), the retailers will in most in- 
stances not be the wholesaler’s “franchise” 
because the wholesaler is not the person 
whose trademarked goods are being sold by 
the retailer. Similarly, the retailer will not 
be the producer's “franchisee” because the 
retailer makes no “payment” to the produc- 
er, but rather to the wholesaler. The whole- 
saler will only be a “franchisee” of the pro- 
ducer where the elements of “significant 
control or assistance” are also present, con- 
ditions which generally are not present in 
conventional producer-distributor relation- 
ships. See the discussion of ‘“‘significant con- 
trol” and “signficant assistance” above. 

56To be included as part of the $500 
figure, a “commitment to pay” must be a 
commitment which requires payment before 
or within 6 months of commencing oper- 
ation of the franchise. For example, a lease 
for equipment which calls for monthly pay- 
ments of $250, entered into at the time of 
execution of the franchise agreement, 
would count only as 6 months payment of 
$250 each, or a total of $1,500. The remain- 
ing payments for the term of the lease are 
not counted. - 

574 number of comments on the record 
support the proposition that a substantial 
financial investment is a necessary charac- 
teristic of a franchise. See, e.g., comments of 
Sutherland, Asbill, Brennan, at R. V, 1176, 
(“In our view, the absence of either the pay- 
ment of substantial fee for the franchise or 
a commitment to purchase a substantial 
amount of goods or services from the 
franchisor negates the existence of a true 
franchise relationship. The sine qua non of 
a franchise relationship is the binding 
agreement that the franchisee wili pay a fee 
to the franchisor or purchase a minimum 
amount of goods or services from the 
franchisor’); Automobile Importers of 
America, R. V, 1702 (“The key is that if a 
franchisor is not receiving substantial con- 
sideration upon the establishment of the 
franchise, he should not be regulated since 
the franchisee is in the same position as if 
he was entering into any business without a 
franchise’’); Mary Kay Cosmetics, Inc., R. V, 
2464. 
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significant investment in the franchise 
business, he assumes only a limited 
risk, and the protection of the rule is 
inappropriate. 

A “minimum investment exclusion” 
is necessary to exclude from the rule 
certain types of relationships in which 
the distributor is not required to make 
a significant financial investment. Ex- 
amples of such relationships which 
were the subject of extensive comment 
on the record include those between 
producers and commissioned sales per- 
sons, agents, and other direct sellers.*? 


5’Comments on the record suggested that 
application of the rule to small-investment 
relationships would be inappropriate. See, 
e.g. comments of Mary Kay Cosmetics, Inc., 
R. V, 2467 (“The necessity of franchisee 
protection simply does not exist in these 
areas where no substantial capital invest- 
ment is at risk’); United States Trademark 
Association, R. III, 1147 (the protection of 
the rule “would seem to be unnecessary for 
the prospective franchisee whose economic 
risk is not great, where there is no initial in- 
vestment or where the initial investment is 
minimal’); Amway, R. V, 2009; Direct Sell- 
ing Association, R. III, 319; Automobile Im- 
porters of America, R. V, 1702. 

5° A number of companies using the direct 
selling method of distribution submitted ex- 
tensive comments in response to both pro- 
posed versions of the rule. See, e.g., Mary 
Kay Cosmetics, Inc., R. III, 301, R. V, 2461; 
Amway, R. V, 2007; Direct Selling Associ- 
ation, R. III, 318; Avon Products, Inc., R. 
III, 265; and Stanley Home Products, Inc., 
R. V, 2456. Each of these companies ex- 
pressed the opinion that the protection of 
the rule would be inappropriate as it applied 
to their distribution arrangements. Each of 
the commentators noted the minimal invest- 
ment required from part-time sales people 
in order to sell their goods. Mary Kay, for 
example, requires a “beginning Mary Kay 
Beauty Consultant” to purchase ‘‘a demon- 
stration beauty case for $50” (R. ITI, 301); 
Avon states that in most instances, the 
Avon sales representative makes a total in- 
vestment of $10 (R. III, 266); Amway Dis- 
tributors purchase a sales demonstration kit 
and pay a nominal fee for membership in 
the Amway Distributors Association, with a 
total cost of both amounting to less than 
$15 (R. V, 2011); and the Direct Selling As- 
sociation states that an initial starter kit re- 
quired to be purchased by a distributor by 
most direct selling members costs less than 
$100 (R. III, 318). These companies also 
pointed to the difficulties of complying with 
the rule in light of the large number of dis- 
tributors and a high turnover of those dis- 
tributors in a given year. For example, com- 
ments by Mary Kay Cosmetics, Inc., at R. 
III, 304, states that there are between 2,500 
and 3,000 direct selling companies employ- 
ing approximately 3 million persons. The 
same comment notes: 

Recent estimates of the number of repre- 
sentatives selling products of some of the 
leading direct sellers are: Vanda Cosmetics 
(subsidiary of Dart Industries)—70,000 rep- 
resentatives; Vivian Woodward (subsidiary 
of General Foods)—50,000 representatives; 
Avon Products—450,000 representatives; 
Tupperware (subsidiary of Dart Indus- 
tries)—40,000 representatives; Stanley Home 
Products—35,000 representatives ee 
Amway Corporation—150,000 representa- 
tives. 


As noted previously, the record dem- 
onstrates that imposing the require- 
ments of the rule on the thousands of 
producers who distribute their goods 
or services through such distributors 
would not be justified because such 
distributors make no significant in- 
vestment in order to sell that produc- 
er’s goods. Similarly, the record indi- 
cates that a “minimum investment ex- 
clusion” is necessary to exclude cer- 
tain types of voluntary relationships 
in which there may be minimal fees, 
but in which the distributors remain 
independent.® 


The same comments also address the issue 
of the turnover rate among direct selling 
representatives. Mary Kay suggests that in 
a given year perhaps as many as six million 
potential recruits would be needed to fill 
the ranks of direct selling representatives. 
In light of these facts, the burden of compli- 
ance with the disclosure requirements of 
the rule would be obvious. Compliance 
would be made difficult, in addition, because 
much of the recruitment of new representa- 
tives is done by existing representatives on a 
completely informal basis, a process over 
which the companies have no control. See, 
e.g., comments of Direct Selling Association, 
R. III, 319. : 

6 See e.g., comments of Insurance Compa- 
ny of North America, R. V, at 1223; National 
Association of Independent Insurers, R. V, 
at 1763; American Insurance Association, R. 
V, 1833; Avis Rent-A-Car at Tr. 829. 

6A number of wholesaler grocers and re- 
tailers submitted comments on the record 
suggesting that such relationships as those 
involved in wholesaler-sponsored voluntary 
chains should not be covered by the rule. 
See, e.g., comments submitted by National 
American Wholesale Grocers Association, 
(NAWGA) R. III, 1631; B. Green & Co., R. 
III, 1234; Thomas & Howard Co., R. III, 
1241; The Creasey Co., R. III, 1248; and 
Ryan Wholesale Grocers, R. III, 1288. In 
wholesaler-sponsored voluntary chains, in- 
dependent wholesalers enter into agree- 
ments with retailers that provide for the 
distribution of goods marked with the 
wholesaler’s trademark, and a common iden- 
tification of retail stores under that trade- 
mark. The wholesaler offers a wide range of 
services to the retailer, including coopera- 
tive advertising programs, financing, mar- 
keting assistance, and accounting tech- 
niques. Familiar examples of such chains, 
include IGA stores, Red & White stores, 
and Foodland-Clover Farm stores. While 
similar in many respects to franchising, the 
wholesaler-sponsored voluntary chains 
differ from franchising in that the retailers 
associate with the wholesaler voluntarily 
and with little risk. Retailers in wholesaler- 
sponsored voluntary chains are completely 
free to purchase services or goods from the 
wholesaler as they see fit. Some comments, 
however, indicated that some minimal pay- 
ment is often required. For example, Ryan 
Wholesaler Grocers charges $5.00 a week to 
its retailers to cover certain operating costs, 
R. III, 1288. Gerald Peck, Executive Vice 
President of the NAWGA, testified that “a 
fee may be paid by the Voluntary Group re- 
tailer for the use of the name or the sign. 
This fee may be $10 per week * * * also, the 
fee buys services such as advertising materi- 
al, weekly merchandising bulletins, etc.” Tr. 
956. Similarly, Richard Jones, President of 
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Reflecting these considerations, the 
great majority of comments on the 
record supported the need for a ‘‘mini- 
mum investment exclusion.” * These 
supportive comments came from in- 
dustry,® State consumer protection 
agencies,“ and other interested par- 
ties.© The “minimum investment ex- 
clusion” is consistent with existing 
State franchise laws * and proposed 
Federal legislation © as well. 


Footnotes continued from last page 
Independent Grocers Association (IGA), tes- 
tified that IGA charges an annual member- 
ship fee to retailers of $10 a month, Tr. 959. 
There may be other similar voluntary asso- 
ciations that charge minimal membership 
fees but whose existence is not disclosed by 
the record. 

®Tt should be noted, however, that there 
were a number of comments which recom- 
mended that no ‘minimum investment ex- 
clusion” be included within the rule. In gen- 
eral, these comments stressed two points: 
(1) that every investor should be covered by 
the rule; and (2) even small investments 
could cause significant injury to prospective 
franchisees. For example as noted by the 
National District Attorney Association, R. 
V, 1681: ‘“‘No minimum should be set at all 
since the presumption in these cases ought 
to be that the promoter became involved 
with the hope of making large amounts of 
money through fraud. The size of the indi- 
vidual bites they take ought to be immateri- 
al.” 

In general, commentators supporting the 
exclusion of a “minimum investment floor” 
fell into two groups: consumer advocates, 
and large corporations. In the first group, 
see the following comments: State of Wis- 
consin, R. V, 2625; New Mexico, Department 
of Banking, R. V, 7; Arkansas Securities De- 
partment, R. V, 1156; Consumer Specialist, 
Department of Health, Education, and Wel- 
fare, R. V, 39. Representative of comments 
made by large corporations are those sub- 
mitted by Automobile Importers of Amer- 
ica, R. V, 1702; National Automatic Mer- 
chandising Association, R. V, 1214; Pepsi 
Cola, R. V, 2180; Burger Chef, R. V, 2253; 
Toyota, R. V, 2519. 

See, e.g., Automobile Importers of Amer- 
ica, R. V, 1702; United States Trademark As- 
sociation, R. III, 1147; American Society of 
Travel Agents, R. V, 2232; International 
Franchise Assoc., R. V, 2082; Caterpillar 
Tractor Co., R. V, 1971-78. 

64See, e.g., Consumer Protection Division, 
State of Missouri, R. V, 51; Director of 
Camden County Office of Consumer Affairs 
(New Jersey), R. V, 35; Florida Department 
of Legal Affairs, R. V, 57. 

See, e.g., comments by Association of 
the Bar of the City of New York, R. V, 1689; 
Mary Kay Cosmetics, Inc., R. III, 302 and R. 
V, 2467; Direct Selling Association, R. ITI, 
318; Avon Products, Inc., R. III, 265; Amway 
Corp., R. V, 2008. 

See, e.g., the following State laws con- 
cerning franchising which exclude franchise 
relationships requiring initial payments of 
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In setting the investment exclusion 
figure at $500, the Commission has 
considered the comments made in re- 
sponse to the proposal in the revised 
proposed rule to exclude relationships 
requiring investments of less than 
$3,000. The majority of comments on 
the record agreed that the $3,000 pro- 
posed figure was too high. A large 
number of these comments stressed 
that there were significant abuses in 
the offering of franchises requiring 
initial investments substantially less 
than $3,000. Other comments 
stressed the financial injury that even 
a $500 investment could cause to pros- 


less than $100: Illinois Franchise Act, SHA 
Ch. 121.5. Sec. 701 (1974, as amended); 
Michigan Franchise Act, MSA Sec. 19.854; 
Wisconsin Franchise Investment Law, Ch. 
553, subchapter I, and Wis. Adm. Code, Sec- 
tion 32.06(b); Oregon Franchise Disclosure 
Statute, ORS 650.007 (1973). The broader 
coverage of such laws would not be pre- 
empted by the rule. See the discussion on 
Note 2 of the rule below. 

®7See, e.g., H.R. 19002, ‘‘Franchising Dis- 
closure Act of 1970’, stating in section 4 
that “the Commission shall exempt any 
classes, if (A) the franchise fee is $1,000 or 
less”; S. 3844, “Franchise Full Disclosure 
Act of 1970”, and S. 2399, “Franchise Fair 
Practices Act of 1971”. In the two latter 
bills, there is a provision authorizing the 
Commission to exempt franchises from the 
requirements of those statutes, if the Com- 
mission finds that ‘‘the enforcement of the 
act with respect thereto is not necessarily in 
the public interest or for the protection of 
the franchisees by reason of the small 
amount involved.” 

See paragraph (a)(4)(d) of the first al- 
ternative definition in the revised proposed 
rule, attached hereto as Appendix C. 

* Representative of the comments in this 
respect is the comment submitted by Jack 
Hastings, an editor of a consumer affairs 
column in the Asbury Park Press: ‘““Many of 
our readers have written to this newspaper 
complaining that they have been bilked, 
swindled, or ripped-off as it is currently de- 
scribed when they have invested in fran- 
chises. In most cases, they have invested 
about $2,500 or amounts down a few hun- 
dred dollars.” R. V, 42. Similarly, the Office 
of the Attorney General, Department of 
Legal Affairs, of the State of Florida, noted 
that it had been their experience that 
“more damage is done by franchisors who 
advertise a business opportunity in the clas- 
sified section of various newspapers, for the 
distribution of such things as vending ma- 
chines, or cigarette lighters, keychains and 
other rack deals. Normally, this type oper- 
ation appeals to persons to whom even an 
investment of $500 represents a large por- 
tion of their savings.’”” Other comments 
which indicated that lower cost franchises 
were the source of a great deal of abuse, in- 
cluded those submitted by the following: 
Department of Consumer Protection, State 
of Connecticut, at R. V, 44; Corporation Di- 
vision, Oregon Department of Commerce, at 
R. V, 46 (“It is our feeling that the majority 
of abuse in franchising through our limited 
exposure to it, has been in the area of fran- 
chises being offered and sold for $1,000 to 
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pective franchisees who could not 
afford higher priced franchises.” As 
noted in a comment submitted by the 
State of Wisconsin: 


The proposal makes the assumption that 
there is a level of investment which does not 
constitute sufficient economic risk to the 
prospective franchisee to require full disclo- 
sure. Economic risk, however, depends upon 
the particular franchisee’s financial posi- 
tion. We receive complaints from many 
franchisees who have invested between 
$1,500-$3,000 in a franchise in order to 
obtain “part-time income” in return for ‘‘ap- 
proximately 10-20 hours per week of work.” 
Many of the franchisees borrow at high in- 
terest rates in order to invest in the pro- 
gram, only to find that they never receive 
the goods, or for any number of reasons, the 
opportunity is worthless.” 


While comments received on the 
record supported figures both greater 
and smalier than $500,72 the Commis- 
sion finds that a $500 figure was spe- 
cifically recommended by a number of 
commentators.** While many State 


$2,500”); District Attorney of the County of 
San Diego, R. V, 1683-86. A number of com- 
mentators noted that a $3,000 exclusion 
would result in a proliferation of $2,995 
franchises: See, e.g. comments of Walter 
Bliss, Assistant United States Attorney, R. 
V, 214; Department of Consumer Protec- 
tion, State of Connecticut, R. V, 44. 

See, e.g., comments submitted by the 
Department of Consumer Protection, State 
of Connecticut, R. V, 44 (‘An unemployed 
person investing the bulk of his savings in a 
deceptive venture is injured far more than 
from the usual sale by a misrepresented 
product or service”); Cottman Transmission 
Centers, R. V, 2434 (“The taking of $500 
from a relatively poor franchisee might be 
morally and economically more injurious 
than the taking of $50,000 from a person 
who .is well-heeled’); Consumer Protection 
Division, Attorney General of Missouri, R. 
V, 51. 

7 R. V, 2625. The comment concluded that 
the proposed $3,000 limit was too high, and 
that “if any dollar value exclusion is to be 
applied, we believe that $500 to $1,000 
would be a better iower limit.” 

2In addition to the State disclosure laws 
noted above which contain exemptions for 
franchises requiring payments of less than 
$100, the following comments recommended 
a $100 minimum investment floor: Amway 
Corp., R. V, 1787; Direct Sellers Association, 
R. III, 318; and International Franchise As- 
sociation, R. V, 2082. Recommending var- 
ious figures between $100 and $509 are the 
following comments: Dart Industries, Inc., 
R. III, 255-56 ($250-$500); Florida Depart- 
ment of Legal Affairs, R. V, 57 ($100-$500), 
Firestone, R. V, 2046 ($300); Stanley Home 
Products, Inc., R. V, 2457 ($250). Among 
those comments which recommend figures 
higher than $500 are the following: Con- 
necticut Department of Consumer Protec- 
tion, R. V, 44 ($750); Oregon Department of 
Commerce, R. V, 46 ($1,000); Missouri Con- 
sumer Protection Division, R. V, 51 ($1,000); 
Aaron Rothenberg, R. V, 158 ($1,000); Mary 
Kay Cosmetics, R. III, 309 ($1,000); Quick 
Copies, Inc., R. V, 1150 ($3,000). 

73 See, e.g., Consumer Protection Division, 
State of New Mexico, R. V, 24; Bar Associ- 
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statutes, as noted above, contain ex- 
emptions for franchises requiring an 
investment of less than $100, a some- 
what higher figure is appropriate for a 
Federal rule which will have a nation- 
al application.”* A review of the record 
complaints indicates that only 26 out 
of approximately 400 involve fran- 
chises requiring less than $500. It is 
important to note, however, that para- 
graph (a)(3) includes payments in ad- 
dition to initial ‘franchise fees.’”’ Most 
of the complaints on the record, in 
contrast, mentioned only such “front- 
end fees” and, in most instances, the 
paymenis required by such relation- 
ships as computed under paragraph 
(a3) would be greater than $500. 
While “business opportunity” ven- 
tures requiring less than $500 are not 
covered by this rule, the Commission 
stresses that if such companies engage 
in unfair and deceptive practices in 
violation of section 5 of the Federal 
Trade Commission Act, they will be 
subject to Commission action. 

c. Business Opportunity Fran- 
chises.—Section 436.2(a)(1)(ii)—Para- 
graph (a)(1)(ii) covers “business oppor- 
tunity” ventures. Unlike product and 
package franchising, the franchise in 
this type of arrangement is not affili- 
ated with the franchisor’s trademark. 
This type of franchise arrangement 
has been set out separately to careful- 
ly limit the application of the rule to 
those specific types of relationships 
whose potential for abuse has been do- 
cumented by comments on _ the 
record.” 


Footnotes continued from last page 
ation of the City of New York, R. V, 1689; 
American Society of Travel Agents, R. V, 
2235; Cottman Transmission Centers, R. V, 
2434. 

%The Department of Consumer Protec- 
tion, State of Connecticut, recognized in its 
comments “that a Federal agency must 
draw the line at some reasonable point 
when required to administer a Rule in 50 
states consistent with staff limitations”. 
The same comment recommended that the 
amount be reduced to $750, noting that “‘the 
Commission will have the enthusiastic as- 
sistance of the 50 state consumer protection 
staffs in policing non-compliance with the 
Rule” at R. V, 44. 

7% Business opportunity franchises were in- 
cluded within the scope of the first alterna- 
tive definition proposed in the revised pro- 
posed rule (App. C) Under former § 436.2 
(aX1Xi) and (a2), business opportunity 
franchises would be covered because the 
franchisee sells goods “distributed” by the 
franchisor and the franchisor represents 
that it will “more than nominally assist the 
franchisee.” A large number of comments 
expressed the concern that the scope of this 
definition was too broad, potentially includ- 
ing conventional producer-distributor rela- 
tionships. See comments, supra. To clarify 
the operation of the rule, the Commission 
has set out a separate portion of the defini- 
tion to capture business opportunity fran- 
chises only. In substance, however, the 
scope of the proposed definition is the same 
as that set out in the revised proposed rule’s 
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The rule specifies three characteris- 
tics that a relationship must have to 
be a franchise under this paragraph: 
(1) distribution of goods or services as 
specified in paragraph (a)(1)(ii)(A); (2) 
the giving of certain types of signifi- 
cant assistance to the franchisee as set 
out in paragraph (a)(1)(ii)(B); and (3) 
a required payment by the franchisee. 

Paragraph (a)(1)(ii)(A) sets out the 
types of distribution arrangements 
used in “business opportunity” ven- 
tures. In this type of arrangement, the 
supplier either supplies the goods to 
be sold by the franchisee, or requires 
the franchisee to purchase supplies 
from a third person or advises the 
franchisee to purchase supplies from a 
person affiliated with the supplier.’ 
In other words, this paragraph covers 
suppliers or persons who control or 
direct the supply of goods for distribu- 
tion. 

Paragraph (a)(1)(iiA) is obviously 
very broad. The scope of that para- 
graph, however, is sharply narrowed 
by the second requirement set out in 
paragraph (a)(1)ii)(B). Under this 
paragraph the franchisor (defined in 
the prior paragraph as the person con- 
trolling the supply of goods) must give 
the franchisee significant assistance in 
one of the three ways. First, the 
franchisor may secure retail accounts 
or outlets 7” for the goods or services 
whose supply he controls. Second, the 
franchisor may secure sites for devices 
to dispense such goods, such as vend- 
ing machines, rack displays, or other 
point-of-purchase sales displays.7® 


first alternative definition. In both cases, 
the rule was intended to cover those types 
of business opportunity relationships which 
were the subject of a great number of com- 
plaints. 

7%For a discussion of the term “affiliated 


person,” see the discussion infra on 
§ 436.2(i). The record indicates that these 
three types of distribution are common in 
business opportunity franchising. 

7 A “retail account or outlet” means an in- 
dependent retailer, not associated with the 
franchisor or franchisee, who agrees to 
carry the goods for final sale to the consum- 
er. For example, gasoline stations often 
agree to carry automotive aftermarket prod- 
ucts (oil filters, replacement parts, etc.) 
which are distributed through business op- 
portunity franchises. The gasoline station 
dealer’s part is merely to provide a place for 
the final retail sale; the franchisee is re- 
sponsible for the marketing display and 
supply of the goods. 

Rack jobbing opportunities and vending 
machine routes are the subject of a great 
number of franchisee complaints. The 
record demonstrates that a common feature 
of such schemes is the franchisor’s promise 
to secure profitable locations for the racks 
or machines, a promise which frequently 
proves to be empty. See, e.g., complaints at 
R. IV, 2878; R. IV, 2905; R. IV, 2910; R. IV, 
2919; R. IV, 2926. 

It should be noted that this provision is 
not intended to include the supply of simple 
promotional materials by the franchisor to 
the franchisee. Rather, it is limited to de- 


Third, he may provide the services of 
a person able to secure the accounts or 
sites mentioned above.” In giving any 
of these forms of assistance, the 
franchisor substantially reduces the 
franchisee’s risks of doing business by 
establishing both a supply of goods 
and an outlet or location for their sale. 
In essence, he puts the franchisee into 
a pre-packaged business. 

The final definitional element is 
that of a required payment by the 
franchisee to the franchisor or a 
person affiliated with the franchisor. 
This provision in paragraph (a)(2) ap- 
plies to the “business opportunity” 
franchise as well as to product and 
package franchises. Paragraph (a)(2) 
has been fully discussed above. 

d. Exemptions.—Section 436.2(a)(3). 
A number of franchise relationships 
included under paragraph (a) (1) and 
(2) are exempted for policy reasons 
demonstrated by the record. Para- 
graph (a)(3) identifies the four types 
of franchises which are exempted 
from the rule’s requirements: (1) Frac- 
tional franchises, (2) leased depart- 
ment franchises, (3) minimum invest- 
ment exception, and (4) franchises cre- 
ated entirely by oral agreements. 

(1) Fractional Franchises—Sections 
436.2(aX(3)(i) and 436.2(h). A fraction- 
al franchise often results when a line 
of products is franchised to an existing 
distributor who carries other products 
as well. Under section 436.2(h), a frac- 
tional franchise is defined as a rela- 
tionship in which a “franchisee” has 
been “in the business represented by 
the franchise’’ for at least 2 years, 


vices which actually store or dispense the 
good to be sold in a “self-servicing” setting. 

77Complaints on the record indicate that 
business opportunity franchisors frequently 
represent that they will send an experi- 
enced “site location” person to secure ac- 
counts or establish profitable locations for 
rack displays or vending machines. Many of 
these complaints focus on the poor quality 
of the locations actually selected by the “‘lo- 
cator,” who frequently appears to have no 
special training for his job. See, e.g., com- 
plaints cited, supra. 

°The prospective franchisee or at least 
one of its current directors or executive offi- 
cers must have been in the type of business 
represented by the franchise relationship 
for more than 2 years. This requirement is 
included in recognition of the fact that 
while the “franchisee” may be new, i.e., a 
newly formed corporation, the principals of 
such “franchisee” may have been previously 
engaged in the same business, working for 
someone else or operating under a different 
trade name. 

The phrase, “‘ousiness represented by the 
franchise,” covers a number of situations. 
First, if the prospective franchisee is cur- 
rently selling the type of goods or services 
which he will distribute under the new fran- 
chise (e.g., appliances, automobiles, baked 
goods), he will be “in the business represent- 
ed by the franchise.” Second, if the prospec- 
tive franchisee is currently operating a busi- 
ness which would ordinarily be expected to 
sell the type of goods which will be distrib- 

, Footnotes continued on next page 
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and the franchised goods account for 
less than 20 percent of its dollar 
volume.*! The other lines handled by 
the distributor are often in competi- 
tion with the product line being fran- 
chised. 

A review of the complaints in the 
public record reveals little evidence of 
abuse in fractional franchise relation- 
ships.*? The relationship is less prone 
to abuse than the conventional prod- 
uct franchise for two reasons. First, 
because by definition the franchisee 
must have been “in the business repre- 
sented by the franchise” for at least 2 
years to qualify for the exemptions, 
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uted under the new franchise, he will also 
be “in the business represented by the fran- 
chise.” 

If, for example, the prospective franchisee 
has operated a hardware store for the past 
10 years, but has never sold lawn care equip- 
ment before, he will still be in the business 
represented by a franchise to sell lawn care 
equipment because hardware stores com- 
monly carry such goods and the franchisee 
can be expected to have some familiarity 
with comparable goods. In contrast, a gaso- 
line station dealer would not be in the busi- 
ness represented by a car rental franchise 
because the experience of selling gasoline 
would not give the franchisee any familiar- 
ity with the problems of renting cars. 
Whether a prospective franchisee will have 
“been in the business represented by the 
franchise” will depend largely on the degree 
to which his previous experience is likely to 
be transferable to the new product or serv- 
ice, an inquiry likely to vary by the type of 
franchise involved. 

"See Houff, Marketer’s Plus, Inc., Tr. 
1549, ‘“‘The fractional franchise is where an 
existing business has a line of products 
which become only a small part of its busi- 
ness. * * *” His “Breads of the World” are 
franchised to existing bakers with business- 
es already in operation and according to Mr. 
Houff make up only “some 5 to 15 percent 
of the sales volume”; Roman Meal Compa- 
ny, R. III, 1864 ‘“‘“Roman Meal bread, howev- 
er, is not a predominant part of the business 
of any of these bakers, but merely supple- 
ments their principal products * * * Roman 
Meal is typically a small percentage—usual- 
ly under 10 percent—of the bread sales of 
the baker-customer.” 

In essence, a “fractional franchise” is only 
a specific example of a situation in which 
the producer does not exercise “significant 
control” over, or give “significant assist- 
ance” to the distributor. Many “product 
franchises” will be exempted under this pro- 
vision. See, e.g., Clark Equipment Co., R. 
III, 384-5; Thompson, Tr. 305-6, distinguish- 
ing between a franchise ‘‘which calls itself 
Thompson's Schwinn Service, and sells only 
Schwinn Bicycles and represents itself as a 
Schwinn outlet * * *”’ and ‘“‘the store which 
simply sells Schwinn bicycles, has three or 
four brands to which it gives equal represen- 
tations as Schwinn * * *” which in Mr. 
Thompson’s opinion “is not a franchise.” 
While the product line is being franchised, 
the subsequent relationship is exempted for 
the reasons noted below. 

8 An “exclusion” for fractional franchises 
was included in the Commission’s revised 
proposed rule in response to comments re- 
ceived during the first period for comment. 
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the franchisee in a fractional fran- 
chise will usually have the familiarity 
with the costs, profits, and potential 
problems of distributing similar goods. 
The franchisee’s experience reduces 
his dependence on the expertise of the 
franchisor and reduces the ability of 
the franchisor to mislead the franchi- 
see through incomplete or inaccurate 
disclosure.** Further, because at least 
80 percent of its sales are derived from 
other products (often competing with 
the franchised goods), the franchisee 
is not substantially dependent on the 
sales of the franchised product for his 
own success.** The franchisee’s prior 
experience and his relative lack of de- 
pendence on the sales of the fran- 
chised goods substantially reduce the 
franchisee’s reliance on the franchisor 
and gives him an objective basis to 
evaluate the franchisor’s promotional 
claims. For these reasons, expresssed 


83 See, e.g., L. B. Houff of Marketer’s Plus, 
Inc., at Tr. 1550-1; “Our prospective 
franchisees are sophisticated in trade * * * 
existing bakers with businesses already in 
operation, bakeries which have a_ well- 
rounded line of products, and this accounts 
[sic] normally to some 5 or 15 percent of the 
sales volume.* * * Therefore, we question se- 
riously whether these sweeping regulations 
are required for this type of franchisee.” 

*%To qualify for the exclusion, the fran- 
chise relationship must be one which is, or 
should have been anticipated by the parties 
at the time they entered into the relation- 
ship to represent no more than 20 percent 
of the prospective franchisee’s business in 
terms of dollar volume of goods or services 
to be sold or distributed by the franchisee. 

This requirement is an attempt to quanti- 
fy the percent of business anticipated. It is 
included in response to comments received 
indicating that the language contained in 
§ 436.2(h) of the revised proposed rule (ap- 
pendix C), wherein the exclusion was for re- 
lationships not intended to be a predomi- 
nant part of the franchisee’s business, was 
too indefinite. As General Motors stated at 
R. V, 529, “(clarification of this require- 
ment] could be accomplished by simply 
using a percentage figure.* * *”’ The percent- 
ages suggested were 50 percent (Coolidge, 
Wall, Matusoff, Womsley, Lombard, R. V, 
533); 30 percent (Dart Industries]; 25 per- 
cent (John B. Hosty, R. III, 1772); 20 per- 
cent (the Sperry & Hutchinson Company, 
Tr. 1520); and 5-15 percent (Marketer’s 
Plus, Inc., R. III, 1549). The Commission be- 
lieves that 20 percent is a reasonable cut off 
point because investments beyond that 
amount are of sufficient import to adversely 
affect the entire business of the franchise as 
well as being a significant loss in and of 
themselves. Note that the Commonwealth 
of Virginia uses a 20 percent figure for ex- 
clusion from the definition of franchise as 
well. See R. V, 546. 

The phrase “doliar volume” replaces 
“number of goods or services to be sold” in 
the revised proposed rule (appendix C) to 
reflect the situation, as pointed out in com- 
ments, where a supplier, for example, deals 
in large numbers of low ticket items repre- 
senting a small percentage of the franchi- 
see’s total business. See e.g., International 
Harvester, R. V, 1265; Sperry & Hutchinson 
Company, R. V, 2277. 
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by a number of commentators on the 
record,® the Commission has exempt- 
ed fractional franchises from the 
rule’s requirements. 

(2) Leased Department—Section 
436.2(aX3ii), Paragraph (a)(3)(ii) 
exempts franchise arrangements com- 
monly referred to as “leased depart- 
ments.” Typically, a leased depart- 
ment is an arrangement in which an 
independent retailer leases space from 
a larger retailer to sell his goods or 
services in the larger retailer’s store. *® 
Frequently, the retailer-grantor sets 
standards for the appearance of the 
operation and quality standards of the 
goods, and generally permits the re- 
tailer-lessee to be associated with the 
retailer’s operation.*? In return, the 


& Many commentators expressed the view 
that the rule should not apply to the rela- 
tionship created by the selection of a dis- 
tributor to sell a particular product where 
the distributor is already in business and 
selling more than one line of similar goods. 
See, e.g., comments of Uniroyal, Inc., R. ITI, 
1189; Paccar, Inc., Tr. 1749; American Paper 
Institute, R. ITI, 1773; Clark Equipment Co., 
R. III, 384; Schwinn Bicycle Co., Inc., Tr. 
163. Professor Donald Thompson, of York 
University, noted at Tr. 305-306 that there 
is a difference between a “bicycle store 
which calls itself Thompson’s Schwinn Serv- 
ice, and sells only Schwinn Bicycles and rep- 
resents itself as a Schwinn outlet,” which is 
in his view a “franchised operation”, and a 
“store which simply sells Schwinn bicycles, 
has three or four brands to which it gives 
equal representation as Schwinn”, which 
would not be a franchised operation. As 
stated by a comment submitted by Ameri- 
can Cyanamid, at R. ITI, 1482, “a consumer 
products company should not franchise a 
department store to sell its products, even 
though such agreements are sometimes re- 
ferred to as franchises.” 

In a similar vein, a number of commenta- 
tors expressed the view that the rule should 
not apply to a relationship in which goods 
or services being distributed were only ancil- 
lary to the existing business of the distribu- 
tor. See, e.g., Sears, Roebuck & Co., at R. 
III, 1679-80 (referring to independent con- 
tractors which it uses to perform specialized 
services in Sears’ name such as installation 
of siding and roofing and who, in its view, 
should not be franchisees because such busi- 
ness is only a part of the contractor’s exist- 
ing business); and Emery Industries, Inc., at 
R. III, 115 (referring to its licensees of its 
drycleaning chemicals and methods who, it 
is suggested, are not franchisees because 
such services constitute a relatively small 
part of the sales of an on-going laundry 
business). See also the comments of John B. 
Hosiry, R. III, 1772, and Roman Meal Co., 
R. III, 1864, suggesting the exclusion of ar- 
rangements accounting for less than 25 per- 
cent of the sales of the distributor. 

8 As the American Retail Federation ex- 
plained at R. Ill, 1691, a “leased depart- 
ment” arrangement arises when a retailer 
leases “floor space within his store to an- 
other party who has expertise in a particu- 
lar area of merchandising, such as footwear, 
optometry, tobacco, jewelry, and keymak- 
ing.* * oe” 

8’Sears, Roebuck & Co., R. III, 1679. The 
grantor-retailer provides “space, utilities, 
maintenance,.and customer traffic.” 
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larger retailer collects rent for the 
leased space. To consumers, such 
leased departments are often indistin- 
guishable from the retailer-grantor’s 
own operation. * 

Though the elements which define 
“franchise” may be present in such an 
arrangement, the record demonstrates 
that such arrangements need not be 
protected by the rule for several rea- 
sons. First, the retailer-lessee is typi- 
cally an established businessman, ex- 
perienced in the business of selling the 
type of goods or services distributed 
through the department.® Like frac- 
tional franchisees, the retailer-lessee’s 
experience enables him to assess the 
value of the location without depend- 
ing greatly on the retailer-grantor as a 
source of information. Second, the 
only payment going to the large retail- 
er is rent; *° if the arrangement allows 
the retailer-grantor other sources of 
profit (through the control or provi- 
sion of supplies, for example) the ar- 
rangement would not be exempt under 
this provision. 

For these reasons, and in considera- 
tion of the comments on the record 
supporting the exemption of such ar- 
rangements,*!' The Commission has 


5s’ According to Eugene Keeney, President 
of the American Retail Federation, “‘These 
so-called leased departments appear to the 
consumer to be an integral part of the retail 
establishment. To the outsider, there is no 
indication that they are operated by some- 
one other than the owner of the retail es- 
tablishment.* * *” (R. III, 1992). 

’°°“ T]he Concession or leased department 
is typicaily an ongoing business which 
simply expands its operation to include the 
new retail store.* * * The merchandise sold 
by the Concessionaire is selected and pur- 
chased by him * * *” Sears, Roebuck & Co., 
R. III, 1679-1680; ‘“{TJhe leasing of depart- 
ments in retail stores does not involve pro- 
motional activities common to the establish- 
ment of a franchise, and the operator of a 
leased department is a businessman experi- 
enced in operating his own business.” Na- 
tional Retail Merchants Assoc., R. III, 1175. 

*®As noted by the National Retail Mer- 
chants Association in a comment received in 
response to the first proposed rule, “{TJhe 
ordinary retailer-lessee relationship in- 
volved in a leased department arrangement 
requires no financial investment (other 
than the rental provided for by contract) or 
operational obligation to the retailer by the 
lessee.” R. III, 1175. Similarly, the American 
Retail Federation, at R. III, 1691, noted 
that ‘“{T he lessee does not incur any invest- 
ment expense as a requirement to operate 
within [the retailer’s store]. Sears de- 
scribes the contract between the retailer 
and the operator of the leased department 
as “tantamount to a lease agreement” 
which provides for payment to the retailer 
based on a percentage of the leased depart- 
ment’s sales. Sears, Roebuck & Co., R. III, 
1680. See also the ‘“‘typical” leased depart- 
ment contract appended to the comments of 
Petcoa Industries, Inc., R. III, 1765. 

** As noted by Sears, Roebuck & Co., at R. 
III, 1681, leased department relationships 
have never been considered to be franchises. 
“{Nlo need has been evidenced for regula- 
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adopted an exemption for leased de- 
partments. 

(3) Minimum Investment—Section 
436.2(a)(3)(iii). Paragraph (a)(3)¢iii) 
exempts franchises requiring invest- 
ments under $500. For a complete dis- 
cussion of this provision, see the dis- 
cussion above relating to paragraph 
(a)(2) of section 436.2. 

(4) Oral Agreements—Section 
436.2(aX(3)(iv). Paragraph (a)(3)iv) 
exempts any franchise where there is 
“no writing which evidences any mate- 
rial term or aspect of the relationship 
or agreement.” This exemption re- 
flects the determination that the 
problems of proof in completely oral 
relationships are such that the Com- 
mission cannot undertake to regulate 
them. Additionally, the record indi- 
cates that such arrangements are usu- 
ally informal and require oniy nominal 
investments. 

The provision is comparable to the 
Uniform Commercial Code’s statute of 
frauds, which requires in any sale of 
goods for more than $500, a writing 
sufficient to indicate that a contract 
for sale has been made.*” The provi- 
sion in the rule, however, is less re- 
strictive than the UCC provision. 
There is no requirement, for example, 
that the memorandum be signed by 
the party against whom enforcement 
is sought, nor is there a limitation 
against enforcement beyond the terms 


tive government intercession.” Similarly, 
the National Retail Merchants Association, 
at R. III, 1175, stressed the difference be- 
tween such relationships and “franchises” 
by pointing to the substantial experience of 
the operator of the leased department, the 
lack of promotional activities in the estab- 
lishment of a department, and the lack of fi- 
nancial investment by the operator. The 
American Retail Federation, at R. III, 1691, 
also stressed that the operator of a leased 
department does not take a risk of losing in- 
vestment capital. 

One comment received on the record ex- 
pressed reservations, however, about exclud- 
ing such relationships. See Petcoa Indus- 
tries, Inc., at R. III, 1765. Comparing such 
relationships with franchise agreements, it 
noted: ‘“{The lease] is generally unilaterally 
prepared by the licensor, submitted on a 
take it or leave it basis and has many inequi- 
ties as it applies to the licensee. Many of the 
license agreements vary, but generally 
speaking they are on a short-term basis; but 
in practice and in fact, they can be legally 
terminated at the will of the licensor.” 

After noting these similarities, however, 
the commentator added: ‘“‘However * * * 
except for one minor misunderstanding, 
closing or sale of the units by the licensor, 
we have never had a cancellation. The basic 
fact remains that as long as the licensee 
does a good job and operates a good depart- 
ment in conformity with the licensor’s rules, 
a good and satisfactory relationship will 
exist.” 

The record thus does not support the view 
that the leased department arrangements 
share the similarities with franchising that 
have led to the types of abuses documented 
by the record. 

Sec. 2-201, Uniform Commercial Code. 


of the memorandum. The UCC provi- 
sion would, of course, apply in a con- 
tract action, while paragraph (a)(3)¢iii) 
would apply in a determination wheth- 
er an arrangement is exempt from the 
rule’s requirements. 

The provision is consistent with the 
first alternative definition in the re- 
vised proposed rule, which would have 
required at least some aspect of the re- 
lationship to be evidenced by a writ- 
ing, but which would not have barred 
the showing of oral representations of 
assistance. See Appendix C. 

e. Exclusions—Section 436.2(a)(4). 
To clarify the operation of the rule, 
the Commission has included a sub- 
paragraph excluding certain relation- 
ships which, although not franchises, 
might otherwise inadvertently be seen 
as coming within the definition set out 
in paragraph (a) (1) and (2). Four 
types of relationships are explicitly ex- 
cluded from the rule: (1) Employer- 
employee and general partnership re- 
lationships; (2) relationships created 
by membership in a cooperative associ- 
ation; (3) relationships with a testing 
or certification service; and (4) 
“single” license relationships. 

(1) Employer-Employee' Relation- 
ships and Partnerships—Section 
436.2(a)(4)(i). This exclusionary sec- 
tion has been included in the rule to 
make it clear that the rule does not 
extend to pure employer-employee or 
general partnership relationships, 
which might otherwise be miscon- 
strued to meet the criteria set forth in 
the definition of “franchise.” * 

Whether the relationship is that of 
employer-employee or of general part- 
ners—as opposed to a “‘franchise’”’—is a 
question of fact to be determined on a 
case-by-case basis. In determining 
whether a relationship is an employer- 
employee relationship, the traditional 
test has focused on the “right of con- 
trol.” * In essence, the degree to which 


%This exclusion also appeared in the re- 
vised proposed rule (Appendix C). No nega- 
tive comments were received. 

%See generally W. Prosser, Torts § 70 (4th 
ed. 1972); wherein Prosser states, “[t]hé tra- 
ditional definition of a servant is that he is 
a person employed to perform services in 
the affairs of another, whose physical con- 
duct in the performance of the service is 
controlled, or is subject to a right of control 
by the other. This is, however, a great over- 
simplification of a complex matter.’’ See 
also Wolfe, “Determination of Employer- 
Employee Relationships in Social Legisla- 
tion,” 41 Colum. L. Rev. 1015 (1941), in 
which the author, discussing the right-of- 
control test as the criterion of independent 
contractorship observes at 1024 that: ‘“foJne 
element which distinguished independent 
contractorship from master-servant rela- 
tionship was the absence of the right-of- 
control over performance.” In this regard, 
see also Pepsi-Cola Bottling Co. of Michi- 
gan, 156 NLRB No. 9, Case No. 7-RC-6948, 
1966 CCH NLRB par. 20,080, at 25,199 
(1965), wherein the court stated: Where the 
person for whom the services are performed 

Footnotes continued on next page 
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cne party has authority to control the 
acts of another party determines 
whether the relationship is one of em- 
ployer-employee.® In this context, fac- 
tors considered by the Commission as 
indicative of the type of control typi- 
cally retained by an “employer” 
within section 436.2(a)(4X(i) are the 
method of payment, i.e., whether a 
salary or definite sum of money is to 
be given as consideration for the work; 
and whether the employee can be 
summarily discharged or employment 
terminated without liability on the 
part of the principal.* Using these cri- 
teria, certain relationships—for exam- 
ple, hardware store salesmen—are 
clearly excluded by section 
436.2(4)(4)(i). Other relationships, 
however, require close examination of 
the.provisions of the contract and the 
actual business practices of the parties 
involved. 


Similarly, in a general partnership 


each partner exercises significantly 
more control over each other’s con- 
duct than a franchisor exercises over 
its franchisees, as noted for example 
in J. Hynes, Agency and Partnership 
315-403 (1974) and 68 C.J.S. § 89, at 
528-529. It is to be emphasized, howev- 
er, that in order to fall outside the 
scope of the rule, a “‘partnership”’ rela- 
tionship must be one where all part- 
ners concerned are ‘‘general partners.” 
The Commission has included this 
“general partners” language within 
section 436.2(a)(4)(i) in recognition of 


Footnotes continued from last page 

retains the right-to-control the manner and 
means by which the result is to be accom- 
plished, the relationship is one of employ- 
ment; while, on the other hand, where con- 
trol is reserved only as to the result sought, 
the relationship is that of an independent 
contractor. The resolution of this question 
depends on the facts of each case, and no 
one factor is determinative. 

%See Prosser §70 at 460; see also Wolfe, 
infra, at 1031, commenting that, “if the 
dealer or ‘distributor’ works for a single 
company but has no store, office, or fixed 
establishment, does not employ his own or 
any help and has no investment in the busi- 
ness, he should be in the employee classifi- 
cation.’”’ Note that the Commission will also 
look to such factors as whether the “em- 
ployee” is required to invest money in the 
enterprise or whether the “employer” treats 
the “employee” as such for purposes of 
income tax, workmen’s compensation, and 
other pertinent statutes, in making its de- 
termination as to whether the 
§ 436.2(a)(4)(i) exclusion from the _ rule 
should obtain in a particular case. 

%See Wolfe, at 1036. In addition to the 
above factors the author lists the following 
as indicative of the control retained by the 
“employer”: “Whether the claimant invest- 
ed his own money and had the right to hire 
assistants; and most important of all, the re- 
lationship of the job to the business carried 
on by the principal. Was it necessary or 
even a customary function of the business, 
one which, together with other functions, 
actually made an integrated business 
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the fact that some franchisors in seek- 
ing to avoid the coverage of the rule 
might structure a franchise relation- 
ship in a “general partner” (franchi- 
see)- “limited partner” (franchisor) ar- 
rangement. Such a relationship would 
cloak the franchisor with the limited 
liability protection enjoyed by a “lim- 
ited partner,” while placing the effects 
of unfair or deceptive practices on the 
franchisee. Section 436.2(a)(4)(i) has 
been structured so as to obviate such 
an attempt at gaining unfair advan- 
tage over the franchisee, and there- 
fore brings such an arrangement 
within the operation of the rule. 

(2) Cooperatives—Sections 436.2 
(a)(4)(ii) and 436.2(1). The term ‘‘coop- 
erative,” much like the term “fran- 
chise,’” has been loosely used to de- 
scribe a variety of commercial rela- 
tionships. As defined in _ section 
436.2(1), a “cooperative association” is 
limited to two specific types of cooper- 
atives: agricultural cooperatives au- 
thorized by the Capper-Volstead Act,” 
and retailer-owned cooperative 
chains. 


77 U.S.C. § 291. The Act gives partial ex- 
emption from the antitrust laws to agricul- 
tural cooperatives that meet the require- 
ments specified in the Act. See Maryland 
and Virginia Milk Producers Association v. 
United States, 362 U.S. 458 (1960). 

% An organization must have the charac- 
teristics specified in § 436.2(1) to qualify as a 
retailer-owned cooperative for the purposes 
of this exemption. First, the organization 
must be operated “by and for” independent 
retailers on a cooperative basis. The phrase 
“cooperative basis” is adopted from federal 
income tax law (sec. 1381 of the Internal 
Revenue Code) and is intended to provide a 
general standard to cover the multitude of 
cooperative arrangements. While no single 
characteristic is controlling on the question 
of whether an organization is organized on a 
“cooperative basis,’’ Israel Packel, in The 
Organization and Operation of Cooperatives 
at 4-5 (1970), has identified the following 
characteristics associated with a cooperative 
organization: 

1. Control and ownership of each member 
is substantially equal; 

2. Members are limited to those who will 
avail themselves of the services furnished 
by the organization; 

3. Transfer of ownership interests is pro- 
hibited or limited; 

4. Capital investment receives either no 
return or limited return; 

5. Economic benefits pass to the members 
on a substantially equal basis or on the basis 
of their patronage of the association; 

6. Members are not personally liable for 
obligations of the association in the absence 
of a direct undertaking or authorization by 
them; 

7. Death, bankruptcy, or withdrawal of 
one or more members does not terminate 
the association; and 

8. Services of the association are furnished 
primarily for the use of the members. 

The members must be independent retail- 
ers, and the organization must furnish serv- 
ices or wholesale goods primarily to its 
members. 

The requirements that the cooperative be 
“by and for” its members means that the 
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While cooperative marketing shares 
some features with franchise systems 
of distribution, a cooperative is ana- 
lytically distinguishable from fran- 
chising. In agricultural cooperatives 
and retailer-owned cooperatives the 
members own the cooperative which 
may distribute goods or services to or 
for its members under a common 
trademark or service mark. This orga- 
nizational structure obviously differs 
from that involved in franchising. 
There is no record evidence to suggest 
that members of cooperatives need the 
disclosures required by this rule to 
protect them from practices of the co- 
operative which they own.” For these 
reasons, the Commission has excluded 
cooperative arrangements as defined, 
from the scope of the rule. 

(3) Certification or Testing Serv- 
ices—Section 436.2(a)(4)(iii). The ex- 
clusion in paragraph (a)(4)(iii) is de- 
signed to preclude unintended cover- 
age of bona fide certification, testing, 
and evaluation services, such as that 
offered by Underwriters Laboratory, 
Automobile Association of America 
(hotel ratings), and Good Housekeep- 
ing. While a manufacturer often pays 
to have such certification or testing 
services performed on his products in 
hopes of obtaining the service’s trade- 
mark in the marketing of the product, 
the subsequent trademark association 
differs from that involved in franchis- 
ing. Franchising involves the distribu- 
tion of goods through selected outlets. 
In contrast, certifiers (as defined) 
must offer the use of its trademark to 
all persons meeting its standards and 
willing to pay its fee. Nothing in the 
record indicates any abuses in this 
area to which the rule would be rele- 
vant. 

(4) Single Licenses—Section 436.2(a) 
(4Xiv). The dividing line between 
trademark licensing and package fran- 
chising is not easy to draw. Commen- 
tators have noted that package fran- 
chising includes, as an essential com- 
ponent, a trademark license.’ A 


wholesaler-sponsored voluntary chain type 
of organization is not exempted from the 
rule by virtue of this provision. While a 
number of comments on the record suggest- 
ed that such arrangements should also be 
excluded, the wholesaler-sponsored volun- 
tary chain does not possess the distinctive 
characteristics of retailer-owned coopera- 
tives which differ so markedly from fran- 
chise arrangements. See, e.g., B. Green & 
Co., R. III, 1234; Thomas & Howard Co., R. 
III, 1241; Copps Distributing Co., R. III, 
1259; Ryan Wholesaler Grocers, R. III, 1288. 
Other comments and material suggest that 
such arrangements are, indeed, franchises. 
See, e.g., Rosenberg, Profits from Franchis- 
ing 42 (1969); NICB Report, R. II, 1461. 
Such arrangements may, however, be 
exempted by other provisions of the rule, 
such as the minimal investment exclusion. 
See, e.g., comments of Hardware Whole- 
salers, Inc., R. III, at 1462; American Hard- 
ware Supply Co., R. III, at 35. 
100 See, e.g., note 15 in this chapter, supra. 
A “trademark license” may be defined as a 
Footnotes continued on next page 


FEDERAL REGISTER, VOL. 43, NO. 246—THURSDAY, DECEMBER 21, 1978 





59710 


trademark licensor is obligated under 
the Lanham Act to exercise control 
over his licensees to insure that the 
goods or services being distributed 
under the mark are of a uniform qual- 
ity.’ While trademark licensing thus 
involves the use of a trademark for 
the marketing of goods or services, 
and the exercise of control by the li- 
censor over the licensee, most com- 
mentators agree that package fran- 
chising involves something “more” 
than simple trademark licensing.” 

The primary difference between 
simple trademark licensing and pack- 
age franchising is in the type and 
degree of control exercised by the 
franchisor and licensor. The trade- 
mark licensor is interested in the qual- 
ity of the final goods produced by the 
licensee, not in the licensee’s method 
of operation. The kind of control he 
exercises is thus likely to be limited to 
“passive” control such as inspection of 
produced goods and testing to insure 
that quality standards are being 
met.'* Package franchising, on the 
other hand, involves active control 
over the franchisee’s “method of oper- 
ation”: The location of the business, 
the hours of operation, the manage- 
ment of the business, and other busi- 
ness matters. 

When the controls exercised by the 
licensor are not “significant” with re- 
spect to the licensee’s “method of op- 
eration,” the licensing arrangement 
will not be a franchise because it will 
not satisfy paragraph (a)(1)(i)(B) of 
the definition. Where, however, the li- 
censor does exert significant control 
over the licensee’s method of oper- 


Footnotes continued from last page 
“contractual arrangement whereby a trade- 
mark owner permits another to use his 
trademark under circumstances where, but 
for the license, the other would be a trade- 
mark infringer.”’ Jerome Gilson, Trademark 
Protection and Practice § 6.01(2) (1976). 

Tanham Act, 15 U.S.C. §1055. Trade- 
marks may be licensed only to a “related 
company,” defined in the Act (15 U.S.C. 
§ 1127) as a “person who legitimately con- 
trols or is controlled by the licensor in re- 
spect to the nature and quality of the goods 
or services in connection with which the 
mark is used.” If the trademark licensor 
does not exercise control over the quality of 
the goods produced by his licensees, he runs 
the risk of abandoning his trademark rights. 
See comments of Cooperative Food Distrib- 
utors of America, R. V, 1184; Report No. 
111, Alleged Abuses and Possible State Rem- 
edies, Ohio Legislative Service Commission 
(1974), at R. V, 2864. 

12 Harry A. Paynter, Gas Appliance Manu- 
facturers Association, Inc., R. III, 1231; B. F. 
Bill, Hyster, R. III, 179; Dean A. Olds, R. 
III, 1412; U.S. Trademark Association, R. 
III, 1146; Gilson, Trademark Protection and 
Practice, § 6.01(1). 

13Cf. Stephen P. Ladas, “Trademark Li- 
censing and Antitrust Law”, 63 Trademark 
Reporter 245, 258-259 (1973); Harry A. 
Paynter, Gas Appliance Manufacturers As- 
sociation, Inc., R. III, 1231; Water Condi- 
tioning Foundation, R. ITI, 1070. 
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ation, the licensing arrangement be- 
comes conceptually indistinguishable 
from package franchising. Indeed, the 
record indicates that some franchisors 
view themselves as licensors. *™ 

Several persons commented that cer- 
tain types of trademark licenses 
should be excluded even where the 
controls exercised by the licensor are 
significant. These types include “one- 
on-one” licensing agreements,’ trade- 
mark licenses for “collateral” prod- 
ucts,’ and license agreements entered 
into as a consequence of settlement 
negotiations in trademark infringe- 
ment litigation.'*? In most cases, these 
types of licensing arrangements in- 
volve very limited numbers of licens- 
ees. The record contains no evidence 
to indicate that such relationships 
should be covered by the rule. There- 
fore, the Commission has adopted 
paragraph (a)(4)iv), excluding trade- 
mark licensing arrangements in which 
a single licensee is granted the right to 
use the trademark. 


B. DEFINITION OF “‘PERSON’’—SECTION 
486.2(b). 


Rule’s definition of “person” is in- 
tended to make clear that the rule ap- 


104 See, e.g., Burger King, at R. V, 2250. 

105 A “one-on-one” licensing arrangement 
means the license of a trademark to a single 
licensee, who manufactures the _ trade- 
marked goods according to the licensor’s 
specifications. This arrangement is common, 
for example, in the clothing industry, where 


“trademark owners license the production of 


textiles. See comments of Dean A. Olds, R. 
ITI, 1410. 

16“Collateral” product licensing is the 
practice of licensing a trademark which is 
well known in one context (i.e., Coca-Cola) 
for use in another (i.e., clothing or decora- 
tive items embossed with the Coca-Cola 
logo). See Dean A. Olds, R. ITI, 1410; Gilson, 
Trademark Protection and _ Practice, 
§ 5.05(10). 

107 Licensing agreements are also frequent- 
ly entered into in the course of settlement 
negotiations in trademark infringement liti- 
gation, where the licensor will grant the “‘in- 
fringing” party a license to use the trade- 
mark for a specified period of time. See 
Dean A. Olds, R. III, 1410. These types of 
arrangements are not commonly thought of 
as involving franchising, and there is no 
record evidence to suggest that the applica- 
tion of the disclosure requirements and pro- 
hibitions of the rule to these arrangements 
would serve any public interest. 

The provision is derived from the ex- 
emption for simple trademark licenses 
found in the revised proposed rule (app. C). 
The provision has been revised to make 
more clear those relationships which are in- 
tended to be included within the rule. 

The exclusion is not applicable where the 
licensor grants more than one license. 
Where the licensor exerts “significant’”’ con- 
trol over the licensee’s method of operation, 
and grants more than one license (of the 
same general nature and type), the arrange- 
ment is conceptually indistinguishable from 
package franchising and is not excluded 
from the rule when it meets the other defi- 
nitional criteria. 


plies to any business format which 
might be used to engage in franchis- 
ing.’ A franchisor cannot avoid the 
rule’s disclosure requirements simply 
because it or one of its affiliates uses 
one particular method of doing busi- 
ness as opposed to another. The defi- 
nition is also intended to make clear 
that any “person” as so defined may 
also, for example, be a “franchisor,” 
“franchisee,” “prospective franchisee,” 
or “affiliated person.” 


C. DEFINITION OF “FRANCHISOR” — 
SECTION 436.2(C). 


The definition of franchisor con- 
tained in the original proposed rule in- 
cluded franchisees who sell their fran- 
chises."° Many comments were re- 
ceived from franchisors and franchi- 
sees alike stating that disclosure state- 
ment preparation represented an un- 


“necessary burden on the part of such 


franchisees.’ These comments indi- 
cated that requiring franchisees who 
sell their franchises to furnish a dis- 
closure statement would impose a sub- 
stantial burden on both the franchisor 
and franchisee, and that the benefit of 
such disclosure would be limited. In 
view of these comments, the Commis- 
sion revised the definition of ‘‘franchi- 


109 Tt should be noted that this definition is 
substantially the same as that in several 
states. See, e.g., R. V, 1821 and R. V, 1841. 

110See app. B. 

111See, e.g., Mr. and Mrs. James A. Dodd, 
at R. IV, 2237, objecting to the requirement 
that a franchise furnish a disclosure state- 
ment when selling his franchise, stated: 
“[Wle feel this puts a franchisee in a very 
unnecessarily bad position.” James A. Pat- 
terson, a former franchisee, but now a 
franchisor on his own behalf, testified at Tr. 
1241-42 that “the inclusion of the selling 
franchisee within the definition of a 
franchisor is an unjustifiable burden* * *. 
The benefit to the buying franchisee of dis- 
closure by a selling franchisee is negligible 
in relation to the burden that disclosure 
places on the average selling franchisee.” 
Golden Skillet East, Inc., a franchisee, at R. 
IV, 2242, stated: “The inclusion of franchi- 
sees selling their franchises within the defi- 
nition of ‘franchisor’ is unfair to us and to 
the franchisor, and I have seen no evidence 
that such sales figure significantly in the 
abuses at which your proposal is principally 
directed”; National AAMCO Dealers Associ- 
ation, R. IV, 2103, “By the very language of 
these rules certain information * * * re- 
quired to be disclosed would only be infor- 
mation available to the ‘franchisor’;* * * 
the franchisee who elects to sell or dispose 
of his business would be restricted by disclo- 
sure requirements which are completely 
beyond his ability to produce and would in 
effect make the sale by the franchisee of his 
business a nullity”; International Franchise 
Association, Tr. 840-41, “the definition of 
‘franchisor’ is ill-advised * * * and would 
impose on a franchisor an _ impossible 
burden of policing the conduct of those of 
its franchisees who are attempting to sell 
their franchise business.” See also Conve- 
nient Food Mart, Inc., Tr. 1166-69; McDon- 
ald’s Corp., Tr. 1198-99; Jerrico, Inc., Tr. 
1232; and, Manpower, R. V, 848. 
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sor” in the revised proposed rule,” 
and has adopted a definition of 
“franchisor” in the final rule similar 
in scope to that of the revised propos- 
al. “Franchisor” is thus defined to in- 
clude any person who participates in a 
franchise relationship as a franchisor, 
as denoted in section 436.2(a) of the 
rule. Therefore, the mere sale of a 
franchise by its owner to a prospective 
franchisee does not by itself define the 
seller as a “franchisor” for purposes of 
the rule, unless the seller acts as a 
franchisor as set out in_ section 
436.2(a) of the rule.'" 


D. DEFINITION OF “FRANCHISEE” — 
SECTION 436.2(d). 


Few comments were received regard- 
ing the definition of “franchisee.” 
Those who did comment on this defi- 
nition indicated that, in their opinion, 
it was too broad.''* The Commission 


112See app. C. 

43 Under the introductory provision of the 
rule, the requirements to furnish disclosure 
statements and prohibitions concerning 
earnings claims apply only to a “franchisor” 
and a “franchise broker.” As also noted 
therein, however, the obligations of the rule 
arise from any “advertising, offering, licens- 
ing, contracting, sale, or other promotion” 
of a franchise. Thus, in a sale of a franchise 
by a franchisee, the franchisor and fran- 
chise broker may have an obligation to fur- 
nish the new franchisee with a disclosure 
statement. Whether or not this duty arises 
depends upon (1) whether the “franchisor” 
is in a “franchise” relationship as defined in 
§ 436.2(a) with respect to the new franchi- 
see, and (2) whether the franchisor or fran- 
chise broker (or any agent, representative, 
or employee thereof) has knowledge of the 
sale or transfer. The first condition—falling 
within the definition of a ‘“franchisor’—is 
met only where the person participates as a 

- “franchisor” in all the elements of the fran- 
chise relationship, as set forth in § 436.2, in- 
cluding the “payment” requirement set out 
in § 436.2(a)(2). In many cases a subfranchi- 
sor who is further granting franchises in his 
area, will not be a “franchisor” for the pur- 
poses of providing a disclosure statement be- 
cause it will not participate in the sub- 
franchisor-franchisee relationship as a 
“franchisor.” The second condition—knowl- 
edge of the sale—arises from the definition 
of the “time for making of disclosures” in 
§ 436.2(¢) which requires disclosures 10 days 
before either the payment of consideration 
or the execution of a contract about which 
the franchisor has knowledge or should 
have knowledge. Since most franchise agree- 
ments contain provisions restricting the 
franchisee’s right to sell or transfer the 
franchise (see the discussion of 
§ 436.1(a)(15)), supra, the franchisor is usu- 
ally in a position to have knowledge of the 
sale of a franchise by a franchisee. The defi- 
nition of a “franchisor” thus places the pri- 
mary burden of preparing and distributing 
the disclosure statement on the person who 
has the access to the information required 
to be disclosed: The person participating as 
the “franchisor.” 

114See, e.g., Metal Building Manufacturers 
Association at R. VI, 2263, suggesting that 
the definition of “franchisee” be “restricted 
to avoid the imposition of additional ex- 
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does not agree with this assessment. 
The language used in the definition is 
contained in a number of State fran- 
chising laws.’ In the interest of uni- 
formity and in view of the lack of sub- 
stantial negative comment, the defini- 
tion of “franchisee” adopted by the 
Commission remains similar in scope 
to that set forth in the revised pro- 
posed rule. '6 


E. DEFINITION OF ‘“‘PROSPECTIVE 
FRANCHISEE’ —SECTION 436.2(e). 


This definition ties into the rule’s 
triggering mechanism. If a person does 
not meet this definition, such person 
need not be provided with a disclosure 
statement under the rule."7 

The record indicates that industry’s 
prime concern regarding the definition 
of “prospective franchisee” was that it 
was “too broad.’'® In this regard 
many franchisors commented that to 
require distribution of a disclosure 
statement to all persons who merely 
express an interest in purchasing a 
franchise would impose an unneces- 


pense where there will be no resulting bene- 
fit.” MBMA states “the vast majority of 
franchises are granted to sophisticated per- 
sons, firms, and corporations which are 
qualified by experience, from the franchi- 
sor’s viewpoint. Many already have to have 
had one or more franchises.” Therefore, 
MBMaA feels the disclosures would not be 
meaningful. 

15See, e.g., linois Franchise Act, R. V, 
941; Michigan Franchise Act, R. V, 798; Cali- 
fornia Franchise Investment Act, R. V, 660; 
Minnesota Franchise Act, R. V, 1442. 

116See app. C hereto. It should be noted 
that the operative effect of this definition is 
simply in the context of paragraphs such as 
§ 436.1(a)(4) where the franchisor is re- 
quired to disclose ‘franchisor-franchisee” 
litigation. Disclosure statements need not be 
given to specific franchisees, except as re- 
flected in the definition of ‘sale of fran- 
chise,’’ § 436.2(k), discussed infra. Disclosure 
statements must be given to “prospective 
franchisees,” however, as the operation of 
§§ 436.1(a) and 436.2(g) of the rule. 

117See in this regard the discussion of the 
definition of “time for making of disclo- 
sures,” § 436.2(g), and “personal meeting,” 
§ 436.2(0), infra. Note that a number of 
States have also thought it necessary to in- 
clude a definition of “prospective franchi- 
see” in their franchising laws and proposals. 
See, e.g., similar definitions in Hawaii, R. V, 
1841; and Minnesota, R. V, 1442. 

18 According to Playback, Inc., the broad 
wording of this section, coupled with the re- 
quirement of disclosure at the time of the 
first ‘(personal meeting” with such a person 
to discuss the “possible sale’”’ of a franchise 
“could impose a substantial but unnecessary 
burden upon the franchisor.” In addition, at 
R. V, 2611, Manpower, Inc. argued that the 
definition of ‘prospective franchisee,” 
should be revised to exclude “the resale of 
an existing franchised business by a franchi- 
see.” As explained in the discussion of 
§ 436.2(c), supra, the rule does not require 
the franchisee to provide a disclosure state- 
ment with respect to the sale or transfer of 
his or her franchise, although it may re- 
quire the franchisor to do so. 
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sary administrative and financial 
burden on the franchisor.'!® Franchi- 
sors expressed the concern that the 
rule would require disclosures to each 
and every individual who may at one 
time be “interested” in a particular 
franchise. '*° According to Standard Oil 
of California, at R. V, 2403, the defini- 
tion of “prospective franchisee” is 
“much too broad” for it includes any 
person who might walk into the 
franchisor’s place of business and in- 
quire casually about becoming a 
franchisee: 


We consider that a prospective franchisee 
should be more narrowly defined to include 
only those persons who are qualified to 
accept an available franchise and who have 
indicated a willingness to do so. Thus, the 
franchisor would not be compelled to under- 
take the expensive and time consuming task 
of preparing a disclosure statement for pros- 
pective franchisees who do not qualify for a 
franchise, who are not seriously considering 
the franchise opportunity, or for whom no 
franchise is available. 


The Commission believes, however, 
that it is important that this defini- 
tion remain in basically the same form 
as previously published. The record in- 
dicates that franchisee recruitment 
techniques are many and _ varied,'” 
making it impossible to draft a defini- 
tion to suit each franchisor’s franchi- 
see selection procedures. 

It should be noted further that one 
of the two sections of the rule’s trig- 


119 See, e.g., Playback, R. V, 520: “The ini- 
tial contacts are presumed to be made by 
persons interested in discussing the possible 
sale of a franchise. Yet, only a small per- 
centage of those persons will receive an 
offer from Playback. To require distribution 
of the disclosure statement to all of these 
persons would impose an unnecessary ad- 
ministrative burden upon Playback.” 

120 As Playback, Inc., states at R. V, 520, in 
response to advertising, “interested persons 
contact the local store managers for addi- 
tional information. The store managers dis- 
tribute forms which interested persons may 
submit to Playback’s licensing manager for 
consideration, e.g., the person’s experience 
in the field, financial background, etc. Play- 
back upon receipt and review of such forms, 
decides whether to pursue sales of fran- 
chises to those persons.” 

121See, e.g., Caterpillar Tractor Co. at R. 
V, 1974, “because a franchisor often can 
derive a profit simply from ‘signing up’ a 
prospective franchisee, there is a significant 
and substantial incentive to pick out and en- 
courage individuals to become franchisees 
using a complete range of promotional and 
selling techniques * * *” including heavy ad- 
vertising in a variety of national and local 
publications, and use direct mailings to at- 
tract the attention of prospects. ‘Individ- 
uals answering such advertisements are usu- 
ally sent a ‘franchise kit’ containing materi- 
al * * * followed by a visit or call from a 
salesman, who makes a presentation and at- 
tempts to influence the potential franchisee 
to sign a contract * * *. A similar approach 
to franchisee recruitment involves franchise 
trade shows which are held periodically 
***” at which “the potential franchisee 
can often sign a contract on the spot.” 
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gering mechanism requires a franchi- 
sor to make disclosures set forth in the 
rule at the first “personal meeting” 
for the purpose of discussing the sale, 
or possible sale, of a franchise. '*? Noth- 
ing, for example, requires a franchisor 
to have a personal meeting for such a 
purpose with a “prospective franchi- 
see” where it is not interested in 
having such a person become a 
“franchisee.” For such reasons, the 
various problems envisioned by partic- 
ular franchisors resulting from the 
definition of “prospective franchisee” 
within the rule are not likely to have 
real significance. !*° 


F. DEFINITION OF “BUSINESS DAY’ — 
SECTION 436.2(f). 


No comment was received regarding 
this definition. It is an important 
“housekeeping-type” definition as it 
relates to the “time for making of dis- 
closures.” !74 It is important to empha- 
size that Saturday is not considered a 
business day under this definition, and 
therefore, as set forth in section 
436.2(f) of the rule, it will not be 
counted in calculating the 10-business- 
day period. 


G. DEFINITIONS OF “‘TIME FOR MAKING OF 
DISCLOSURES” AND “PERSONAL MEET- 
ING’’—SECTIONS 436.2(g) AND 436.2(0). 


Of critical importance to the oper- 
ation of the rule is the effective func- 
tioning of the mechanisms which trig- 
ger the applicable disclosure require- 
ments. These “triggering mecha- 
nisms,” as included within sections 
436.2(g) and 436.2(0) of the rule, are 
termed the “time for making of disclo- 
sures,” and “personal meeting.” '*> The 
operative provisions of the rule pro- 
vide that the prospective franchisee be 
furnished with a disclosure statement 
“at the earlier of the ‘time for making 
of disclosures’ or the first ‘personal 
meeting.’” See section 436.1(a). The 
term “personal meeting” is defined as 
a face-to-face meeting between a pros- 
pective franchisee and a franchisor, 
franchise broker,'”* or any agent, rep- 


122See the discussion of § 436.2(0), infra, 
and compare § 436.2(g). 

13 A related point concerns the fact that 
an existing franchisee may be considered a 
“prospective franchisee” for purposes of 
this rule under certain circumstances. (See 
the discussion of § 436.2(k), infra.) 

The definition of the term, “time for 
making of disclosures” is explained in the 
discussion of § 436.2(g), infra. 

5Such a “triggering mechanism” was in- 
cluded within § 436.1(a) of the first proposed 
rule (app. B), and § 436.1(a)(1) of the revised 
proposed rule (app. C). 

126The term “franchise broker” has been 
expressly set out herein so as to clarify the 
inclusion of this term within the phrase 
“sales representative” of the franchisor. It 
was the Commission’s intent to include 
“franchise brokers” within the meaning of 
the phrase “sales representative” of the 
franchisor both within the first proposed 
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resentative, or employee thereof, for 
the purpose of discussing the sale, or 
possible sale, of a franchise. The term 
“time for making of disclosures” is de- 
fined as 10 business days prior to the 
earlier of (1) the execution by a pros- 
pective franchisee of any franchise 
agreement or any other agreement im- 
posing a binding legal obligation on 
such prospective franchisee, about 
which the franchisor, franchise 
broker, or any agent, representative, 
or employee thereof, knows, or shoyld 
know, in connection with the sale or 
proposed sale of a franchise; or (2) the 
payment by a prospective franchisee, 
about which the franchisor, franchise 
broker, or any agent, representative, 
or employee thereof knows or should 
know, of any consideration in connec- 
tion with the sale, or proposed sale, of 
a franchise. 

The triggering requirements insure 
that a prospective franchisee will be 
provided with a copy of the disclosure 
statement, statements disclosing the 
bases and assumptions about earnings 
claims made to the _ prospective 
franchisee or in the media, and the 
franchisor’s franchise agreement and 
related agreements at least 10 business 
days prior to the execution of such 
agreement,'2”7 and further that the 
prospective franchisee will also be pro- 
vided with a copy of such agreements 
in completed form’ at least 5 business 
days prior to their execution.'?® Given 
the importance of the mechanics of 
the triggering devices employed within 
the rule, their operation will now be 
discussed in greater detail. 

The central purpose of the trigger- 
ing mechanisms is to provide the pros- 
pective franchisee with sufficient time 
to thoroughly examine the disclosure 
statements and contracts, to consult 
with attorneys, accountants, and other 
experienced business persons, to com- 
pare competing franchise offerings, 
and as a result to make an informed 
judgment as to the desirability of en- 
tering into a business relationship 
with the franchisor in question. In de- 


rule (app. B) and the revised proposed rule 


(app. C), as discussed in the definition of 
“franchise broker” (§ 436.2(1)), infra. 

27The term “execution” is employed 
herein to indicate final written agreement 
between franchisee and franchisor or “affili- 
ated persons” as to all of the terms and con- 
ditions to be applicable to the franchise re- 
lationship. 

28See the discussion with reference to 
§ 436.1(g) of the rule, supra. 

129 As a result, the rule does not require a 
franchisor to provide a prospective franchi- 
see with a copy of the “completed franchise 
and related agreements” at the first “per- 
sonal meeting” or the “time for making of 
disclosures.”” Comments on the record had 
indicated some confusion as to this aspect of 
the operation of the rule, an issue further 
discussed with reference to § 436.1(g) of the 
rule, supra. See also, e.g., Manpower, Inc., 
R. V, 2615. 


ciding what length of time would be 
appropriate, the Commission has 
taken into consideration the context 
in which the typical franchise is sold. 
As noted in chapter III, it is difficult 
for the prospective franchisee to make 
an informed evaluation of the fran- 
chise offering because of his depen- 
dence on the franchisor for informa- 
tion about the franchise being offered, 
his relative lack of business experi- 
ence, the length and complexity of the 
typical franchise agreement, and the 
“high pressure” sales tactics used by 
some franchise salesmen. One ap- 
proach, suggested in the first proposed 
rule, would be to establish a ‘‘cooling- 
off period’ after the execution of a 
franchise agreement.'*° On the basis of 
the comments received on the record 
which were highly critical of this ap- 
proach,'*! the Commission has deter- 


10See § 436.1 (e) and (f) of the first pro- 
posed rule, app. B hereto. This proposed 
“cooling-off’’ period permitted a franchisee 
to cancel all franchise and related agree- 
ments within 10 business days after signing 
such agreements or receipt of the disclosure 
statement, whichever occurred later. More 
specifically, under such a proposed regula- 
tory mechanism, a franchisor was required 
to disclose in a conspicuous manner the ex- 
istence of the franchisee’s right to cancel 
the franchise agreement, during such a 
“cooling-off” period, and to refund any 
money paid by the franchisee in considera- 
tion for franchise rights within 10 business 
days after the receipt of the franchisee’s 
notice of cancellation. Comments supportive 
of such a proposed “‘cooling-off’’ period were 
received by the Commission from a number 
of franchisees, academics, State and local 
officials, and industry representatives. See, 
e.g., Amling, R. IV, 524; Gleckman, R. IV, 
129; Miller, R. IV, 95; Hickson, R. IV, 101; 
McCarthy, R. IV, 623; Evans, R. IV, 115; 
Prof. Urban B. Ozanne, Tr. 233, and R. II, 
3896-97; Office of the Attorney General, 
State of Washington, R. II, 3766; City of Los 
Angeles Department of Police, R. II, 2612; 
Sir George’s Inc., Tr. 1033; Homemakers’ 
Home & Health Care Services, Inc., R. III, 
1106; Dart Industries, Inc., R. III, 255; and 
Kampgrounds of America, Tr. 1567. 

131 Many comments received on the public 
record as to such a proposed “cooling-off” 
period, however, argued strongly against in- 
clusion of such a provision, finding it both 
“burdensome and unworkable.” See, e.g., J. 
Paul Spector, Esq., R. IV, 1530; Gerald 
Grenert, Esq., and George Echan, Esq., R. 
IV, 1202; American Oil Co., R. III, 1045; 
Marathon Oil Co., R. III, 955; Mr. Quick, 
Inc., R. II, 1196; Quick Stop Markets, Inc., 
R. III, 1270; Schertle Galleries, Inc., R. III, 
80; Dunhill Personnel Systems, Tr. 740; In- 
ternational Franchise Association, Tr. 95, 
and R. III, 1007-1010; U.S. Chamber of 
Commerce, Tr. 629, and R. III, 1082-83; 
General Business Services, Inc., Tr. 341; H. 
& R. Block, Inc., Tr. 715-16; Hardee’s Food 
System, Inc., Tr. 757; Long John Silver’s, Tr. 
1244-45; Gulf Oil Co., R. III, 1063; Standard 
Oil Co. of Cal., R. III, 443; and Prof. Bruce 
J. Walker, Tr. 1714-15. Professor Walker 
states that: 

“Admittedly, a franchisor should not 
desire to “enslave” a reluctant franchisee, 
but on the other hand, such a clause (the 

Footnotes continued on next page 
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mined that advance disclosure which 
gives the prospective franchisee at 
least 10 business days to consider his 
decision is a superior approach which 
will afford prospective franchisees the 
protection they need.'*? Support for 
such a rationale is evidenced by com- 
ments on the public record from di- 
verse sources including franchisees 
and franchisee spokespersons, '** indus- 
try representatives, '** academics, '* and 


Footnotes continued from last page 
proposed “cooling-off’’ provision) could be 
financially damaging to the franchisor 
when invoked * * *. Furthermore, in my 
view, the right of cancellation (i.e., ‘“‘cooling- 
off’’) is unnecessary because in line with my 
suggestions (an advance “disclosure period” 
of 10 days), a prospective franchisee would 
have a sufficient information set of work- 
able size, well in advance of signing a final 
contract. The information set would be in 
the potential buyer’s possession for a mini- 
mum of 10 days before closing, for much 
longer in most cases.” Tr. 1715. 

Moreover, several commentators noted 
that a “cooling-off’ period could pose sig- 
nificant difficulties in the context of third- 
party contracts for purchase of existing in- 
ventory from the prior franchisee and inde- 
pendent rental of equipment and property. 
See, e.g., American Oil Co., R. III, 1045- 
1046. Having considered these comments, 
the Commission has concluded that a cool- 
ing-off period is not appropriate in the con- 
text of this rule. 

182Several features unique to the unfair 
and deceptive practices involving franchis- 
ing make “advance disclosure” a superior al- 
ternative to a “cooling-off period.’’ For ex- 
ample, the sheer volume of material infor- 
mation necessitates examination at an early 
stage due to the problems of preselling. Ad- 
ditionally, advance disclosure will further 
informed decisionmaking by allowing the 
prospective franchisee to conduct compara- 
tive evaluations of a variety of franchise of- 
ferings. 

133See, e.g., Kana, R. IV, 1445; McAlpine, 
Jr., Tr. 1076; Cohen, Tr. 431; Mitcheil, Tr. 
1061; and Jackson, R. IV, 1504. 

134See, e.g., Mr. Quick, Inc., R. ITI, 1193, 
and Tr. 790; Team Central, Inc., R. ITI, 353; 
American Patent Law Association, Tr. 27; 
Sheraton Inns, Inc., R. ITI, 1358; American 
Retail Federation, R. III, 1694; Homemak- 
ers’ Home & Health Care Service, Inc., R. 
III, 1111; Manpower, Inc., R. III, 1408; Bel- 
tone Electronics Corp., Tr. 1128A; Conve- 
nient Food Mart, Tr. 1164; McDonald’s 
Corp., R. II, 1524, and R. V, 2461; Toyota, 
Inc., R. V, 2523; Machinery and Allied Prod- 
ucts Institute, R. V, 2192; Volkswagen, Inc., 
R. V, 2547-8; International Franchise Asso- 
ciation, R. III, 1007-1010, and R. V, 2062-3; 
and Management Recruiters International, 
R. V, 2950. While endorsing the need for ad- 
vance dissemination of the franchise pro- 
spectus prior to the execution of the fran- 
chise agreement, however, many such com- 
ments objected to the “first contact” or 
“first personal meeting” disclosure mecha- 
nism, while others recommended that the 
minimum disclosure period of 15 days sug- 
gested in the revised proposed rule, app. C, 
should either be lengthened or shortened to 
various specific extents. The substance of 
such comments is discussed in the text, 
infra. 

135See, e.g., Prof. Bruce J. Walker, Tr. 
1709-15; Prof. Urban B. Ozanne, R. II, 3889- 
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State and local governmental offi- 
cials. 16 

Under section 436.2(0) of the rule, 
the first “personal meeting” will occur 
at the initial face-to-face meeting be- 
tween the franchisor or franchise 
broker (or any agent, representative, 
or employee thereof) and the prospec- 
tive franchisee for the purpose of dis- 
cussing the sale or possible sale of a 
franchise.'*7 In this regard, the Com- 
mission has used the phrase first “‘per- 
sonal meeting” in order to trigger the 
disclosure requirements of the rule 
whenever a prospective franchisee 
first attends a meeting with a particu- 
lar franchisor or its sales 
representative(s) which has as a pur- 
pose the sale of a franchise.'** The 


97; Prof. Donald S. Chisum, R. II, 3153-57; 
and Prof. Shelby D. Hunt, Tr. 208-9. 

136See, e.g., Anthony R. Pierno, former 
Commissioner of Corporations, State of 
California, Tr. 668-71; Office of the Attor- 
ney General, Commonwealth of Pennsylva- 
nia, R. II, 3965-70; Office of the Attorney 
General, State of Indiana, R. II, 2; Office of 
the Attorney General, State of Washington, 
R. II, 3767. See also U.S. Department of 
Commerce, R. V, 2585. 

137 However, this is not to imply that any 
such “first personal meeting” is required by 
the rule. In fact, in many instances, the 
franchisee may agree to purchase a particu- 
lar franchise solely as a result of telephone 
conversations with the franchisor or its 
sales representative; or such franchisee may 
write to the franchisor to this effect in re- 
sponse to the advice of a friend. Neither of 
these two circumstances involves a first 
“personal meeting” within the meaning of 
§ 436.2(0) of the rule. However, despite this 
fact, the appropriate disclosures as per 
§§ 436.1(a)(1) through 436.1(a)(20) and 
§ 436.1(e) would be required to be made at 
least 10 business days prior to the execution 
of such agreements, or the payment of con- 
sideration therefor—in compliance with 
§ 436.2(g). See the discussion in the text, 
infra. 

138The phrase first “personal meeting” is 
intended to be construed broadly to insure 
the early disclosure of the material informa- 
tion necessary to curb the unfair and decep- 
tive practices disclosed by the record. Sever- 
al industry representatives have criticized 
the term first ‘“‘personal meeting’ however, 
on a variety of grounds, some characterizing 
it as “ambiguous” and “burdensome,” while 
others have suggested that it triggers the 
required disclosures at a ‘“‘premature’”’ time. 
See, e.g., International Franchise Associ- 
ation, R. V, 2063-6; Standard Oil Co. of Cali- 
fornia, R. V, 2402-5; International Harvester 
Corp., R. V, 2461; and, Pepsi-Cola Corp., R. 
V, 2178. These criticisms will be briefly ad- 
dressed in turn. The Commission believes 
that the first such criticism i.e., as to the al- 
leged “ambiguity” of the term is misplaced. 
In short, the term first “personal meeting” 
for the purpose of discussing the possible 
sale of a franchise” is subject to a clear and 
reasonable construction. It means what it 
says—the first face-to-face communication 
between a prospective franchisee and a 
franchisor or its sales representative for the 
purpose set forth. In this regard as is noted 
in the text, infra, such a “meeting” would 
clearly not include a “chance encounter” be- 
tween such parties nor would it apply to 
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communications which do not involve a 


face-to-face discussion. This then leads to 
the second criticism—that of the alleged 
“burdensome” nature of the requirement. 
As supported by comments on the public 
record, noted supra, the first “personal 
meeting” requirement cannot be reasonably 
classified as unduly burdensome in light of 
the nature of the disclosures required in the 
franchise prospectus. As a reading of the de- 
tailed analysis of each of these required dis- 
closure provisions will reveal, the franchisor 
is nowhere required to disclose any informa- 
tion which is personal to the prospective 
franchisee—i.e., the required disclosures 
may readily be drafted as to all franchisees. 
One possible exception in this respect con- 
cerns § 436.1(a) (16) (iii), which requires dis- 
closure of ‘“‘the names, addresses, and tele- 
phone numbers of the ten franchised out- 
lets of the named franchise business nearest 
the prospective franchisee’s intended loca- 
tion.” However, under the alternative discio- 
sure provided in § 436.1(a) (16), a franchisor 
is able to readily comply with the rule by 
furnishing the required information as to 
all of its franchisees, or all franchisees in 
the state in which the prospective franchi- 
see lives or is to be located. Similarly, 
§ 436.1(a) (10) would allow the franchisor to 
attach as an addendum to the prospectus a 
list of the names and addresses of the sup- 
pliers from whom the franchisee is required 
to purchase goods or services. Further, since 
all of the disclosures required by the rule 
are limited to the “product or service line” 
with which the prospective franchisee is to 
be involved—save for the litigation history 
disclosure set out in § 436.1(a) (4) of the rule 
and the bankruptcy history disclosure set 
out in § 436.1(a) (5) of the rule—a multiple 
product or service franchisor can also readi- 
ly prepare a “standardized” franchise pro- 
spectus which will comply with the rule. 
The final criticism noted above—that of the 
“premature” nature of the disclosures—is 
also not on point based on the Commission’s 
analysis of the public record for the instant 
proceedings. In this regard, at any such first 
“personal meeting” a substantive discussion 
of the possible sale of a franchise is in-. 
volved. It is therefore at that time when the 
disclosures are most useful to the prospec- 
tive franchisee with respect to any later de- 
cision he or she may make as to whether to 
enter into a franchise relationship. The 
Commission cannot accept the “distinction” 
made by several franchisors that such ini- 
tial personal meetings as those involving 
group discussions of franchising led by 
franchisor salesmen, or review and discus- 
sion of franchise “interest questionnaires,” 
are not meetings involving the ‘possible 
sale” of a franchise. See, e.g., International 
Franchise Association, R. V, 2064; and 
Volkswagen of America, Inc., R. V, 2547. 
Also compare Playback, Inc., R. V, 520-1. 
The term “prospective franchisee,” is de- 
fined as including any person who ap- 
proaches, or is approached by, a franchisor 
or its agent or representative ‘for the pur- 
pose of discussing the establishment, or pos- 
sible establishment, of a franchise relation- 
ship involving such a person.” The rule 
therefore seeks to protect all such persons 
from the commission of unfair and decep- 
tive trade practices by the franchisor 
through timely disclosure. That such disclo- 
sures may become “dated” if such first ‘“‘per- 
sonal meeting” occurs well in advance of the 
execution of the franchise and related 
agreements is similarly misplaced. Given 

Footnotes continued on next page 
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Commission has used such a broad 
concept in response to numerous com- 
ments in the public record attesting to 
the importance of such first communi- 
cation between a prospective franchi- 
see and a franchisor. Through use of 
such terminology, the material disclo- 
sures required by the rule will be pro- 
vided to the prospective franchisee on 
an “early and timely basis’. °° 

In employing such a phrase within 
the rule, however, the Commission has 
defined this portion of the “triggering 
mechanism” in a more workable 
manner than that of the first pro- 
posed rule.'*° More specifically, the 


Footnotes continued from last page 
the fiscal year basis on which the franchise 
prospectus must be drawn up and the con- 
current obligation of the franchisor to 
revise such disclosures on a quarterly basis 
in the event of “material changes” in the 
franchisor or relating to the franchisor or 
relating to the franchise business of the 
franchisor—as per §436.1(a) (22) of the 
rule—dissemination of the franchise pro- 
spectus at such first “personal meeting” will 
rather save to accurately inform the pros- 
pective franchisee of the franchisor’s basic 
business and financial standing. Cf., Ma- 
chinery and Allied Products Institute, R. V, 
2191-2. Further, as a result of promoting 
such informed business judgments on the 
part of the prospective franchisee, the first 
“personal meeting” disclosure requirement 
will allow for fairer negotiation of the ulti- 
mate terms and conditions of the franchise 
and related agreements. Compare Interna- 
tional Franchise Association R. V, 2063-6. 

189Small Business Administration, R. II, 
3177. As is noted therein, once a prospective 
franchisee has been “hooked” by a franchi- 
sor, it is difficult, if not impossible, to “ex- 
tricate himself.” 

©Tn this regard, § 436.1.(a) of the first 
proposed rule, appendix B, defined this 
“triggering mechanism” as the “time when 
contact is first established between [a] pros- 
pective franchisee and [a] franchisor or its 
representative.” As indicated by negative 
comment on the record from a wide variety 
of sources, such a “first contact” concept 
was both “vague” and “overly broad.” More 
specifically, a “first contact” requirement is 
unclear as to its parameters and further 
may well have included “chance encoun- 
ters” or prospective franchisee conduct of a 
type for which disclosure would not be ap- 
propriate—e.g., a telephone call from a pros- 
pective franchisee asking for information 
when the franchisor was not interested in 
expanding its operations. For such negative 
commentary in this regard, see, e.g., Cater- 
pillar Tractor Co., R. III, 1255; Chrysler 
Corp., R. III, 375; Household Finance Corp., 
R. III, 97; International Dairy Queen, Inc., 
Tr. 768; International Franchise Associ- 
ation, R. III, 2129-30; Professor Shelby D. 
Hunt, R. II, 3844; Professor Urban B. 
Ozanne, Tr. 24; and, Ramada Inns, Tr. 886. 
It was not the Commission’s intention to 
trigger disclosure whenever a franchisor re- 
ceived inquiries by letter or telephone call 
from a prospective franchisee. Since the 
term “first contact” appeared to result in 
such an interpretation of the rule, however, 
it was deleted from the revised proposed 
rule appendix C. Rather, § 436.1.(i) (a) of 
that version as currently included within 
§ 436.2(0) of the rule. In order to aid in clari- 
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term first ‘(personal meeting” herein is 
not intended to refer to “chance en- 
counters” between a_ prospective 
franchisee and franchise salesman, 
such as a meeting at a football game. 
Further, this term is not intended to 
be applicable to a communication be- 
tween such persons which arises in cir- 
cumstances other than a face-to-face 
meeting—such as where a prospective 
franchisee responds to an advertise- 
ment placed by a franchisor regarding 
franchise purchase opportunities. 
By construing this first “triggering” 
concept broadly, but providing as well 
for exclusions of the type described 
above, the Commission strongly be- 
lieves that the rule will operate to the 
benefit of prospective franchisees 

ithout placing an undue burden upon 
the affected franchisor. 

The second mechanism which “trig- 
gers” the disclosure requirements of 
the rule is the “10 business day” 
period found within section 436.2(g). 
In the absence of a “personal meet- 
ing,” such an alternate “triggering” 
mechanism compels disclosure at least 
10 business days prior to the earlier of 
(1) the execution by the prospective 
franchisee of any franchise agreement 
or any other agreement imposing a 
binding legal obligation on such pros- 
pective franchisee, about which the 
franchisor, franchise broker or any 
agent, representative or employee 
thereof, knows or should know, in con- 
nection with the sale or proposed sale 
of a franchise, '** or (2) the payment by 


fying any possible misconceptions as to the 
meaning of this term, it is defined herein—a 
step not taken with respect to the revised 
proposed rule. 

41See International Franchise Associ- 
ation, R. V, 2062-63 but compare Playback, 
Inc., R. V, 2191-2. 

12See International 
ation, R. V, 2063. 

43See Professor Bruce J. Walker, Tr. 
1714-15, for such a suggested approach to 
triggering the disclosures required by the 
rule. In this regard, as indicated in com- 
ments submitted by General Motors Corp., 
R. V, 2481, § 436.2(¢)(1) defines a situation 
wherein the required disclosures would be 
triggered only if “the franchisor or fran- 
chise broker, or any agent, representative or 
employee thereof” were a party to the fran- 
chise agreement or other binding obligation, 
or knew or should have known that the obli- 
gation was to be entered into. If this were 
not the case, a franchisor would be in viola- 
tion of the rule if he did not furnish a dis- 
closure statement to a prospective franchi- 
see, even if it had no reason to be aware of 
such a transaction. For example, a prospec- 
tive “fast-food” franchisee might sign a 
binding agreement with a landlord for prop- 
erty to be used in the operation of the pros- 
pective franchise business. The franchisor 
in question, however, might have no reason 
to know of the existence of such agree- 
ment—where, for example, the landowner 
was not in the designated relationship with 
the franchisor and where the franchise 
agreement itself had not yet been signed. 
Nonetheless, unless this limitation is includ- 
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the prospective franchisee, about 
which the ffranchisor, franchise 
broker, or any agent, representative, 
of employee thereof, knows or should 
know, of any consideration in connec- 
tion with the sale.or proposed sale of a 
franchise.'** A situation to which sec- 
tion § 436.2(g)(2) would be applicable, ~ 
for example, might involve a tele- 
phone conversation between a pros- 
pective franchisee and a franchisor, re- 
sulting in the mailing of a suggested 
lease agreement to the franchisee. In 
such a case, the franchisor would be 
required to provide the franchisee 
with a prospectus and standard fran- 
chise and related agreement at least 10 
business days prior tothe actual ex- 
ecution of such a franchise outlet 
lease. '*5 

Based upon comments on the 
record, '!** the Commission has conclud- 


ed within the language of § 436.2(g) such a 
franchisor would be in violation of the rule, 
if it failed to furnish the prospective 
franchisee with a “prospectus” at least 10 
business days prior to the signing of the 
agreement with the landiord. This type of 
“lack of franchisor notice” situation is clear- 
ly one which the Commission believes to be 
inappropriate as regards the operation of 
the rule. 

144See General Motors Corp., R. V, 2481. 
“Payment” of such consideration is deemed 
made for the purpose of this rule when ten- 
dered by the prospective franchisee to the 
franchisor or its representative, including 
franchise broker. Further as used herein 
the term “consideration” refers to all forms 
of consideration, not just currency. 

45Since the initial communications be- 
tween the prospective franchisee and the 
franchisor did not involve a first “personal 
meeting,” as that term is used within 
§ 436.2(0), the triggering mechanism for dis- 
closure would not have been put into oper- 
ation in this particular instance, prior to 
contemplation of the signing of the fran- 
chise lease or other agreements. At such 
time, however, the requirements of 
§ 436.2(¢)(i) would compel disclosure at least 
10 business days prior to the execution of 
the lease, even though no first “personal 
meeting” would have taken place (presum- 
ably) until that time. 

146 See, e.g., Manpower, Inc., III, 1408; Bel- 
tone, Electronics Corp., Tr. 1128A; Conve- 
nient Food Mart, Tr. 1164; McDonalds 
Corp., Tr. R. III, 1524; Kampgrounds of 
America, Inc., R. III, 232; American Retail 
Federation, R. III, 1694; Homemakers’ 
Home & Health Care Service, Inc., R. III, 
1111; Professor Urban B. Ozanne, Tr. 235- 
46; International Franchise Association, R. 
III, 1007-8, and R. V, 2061-2; Machinery and 
Allied Products Institute, R. V, 2191-2; Gen- 
eral Foods Corp., R. V, 2197-8; Washington 
Business & Professional Association, R. V, 
2473; Success Motivation Institute, R. V, 
639-40; Allis-Chalmers Corp., R. V, 2038-9; 
Swift and Co., R. V, 2222; H & R Block, Inc., 
R. V, 632; Atlantic Richfield Corp., R. V, 
1996; Anthony R. Pierno, former Commis- 
sioner of Corporations, State of California, 
Tr. 670; Management Recruiters Interna- 
tional, R. V, 2951-2; Cottman Transmission 
Centers, Inc., R. V, 2591; United States De- 
partment of Commerce, R. V, 2591; and, 
Professor Bruce J. Walker, Tr. 1709, 1714- 
15. 
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ed that such a minimum period of 10 
business days is necessary to allow for 
a thorough examination of the 
franchisor’s business and financial 
standing as well as the specific terms 
of the franchise and related agree- 
ments. !*7 

It should be noted, however, that 
the Commission has shortened this 
“disclosure period’ from 15 business 
days, as set out in section 436.2(a)(1) 
of the revised proposed rule, appendix 
C hereto, to the present 10 business 
days. Although ciearly recognizing the 
serious nature of a decision whether to 
enter into a franchise relationship and 
in particular the complex nature of a 
franchise agreement, the Commission 
has taken into consideration those 
comments on the record which suggest 
that 15 business days defines a disclo- 
sure period of inordinate length. ‘** 


47In this regard, most comments submit- 
ted with respect to the operation of the 
“triggering mechanism” for disclosure 
within the rule favored the format present- 
ly employed within § 436.2(g)—i.e., requiring 
disclosure at a specified number of hours or 
, days prior to the execution of the franchise 
and related agreements. Such suggestions as 
the “appropriate” time period to be includ- 
ed within the ruie varied considerably, how- 
ever—from 48 hours to 30 days. Compare, 
e.g.. Homemakers’ Home & Health Care 
Service, Inc., R. HI, 1111 (48 hours); Inter- 
national Franchise Association, R. III, 1007- 
1010, and R. V, 2067 (7 days); McDonalds 
Corp., R. III, 1524, and Professor Bruce J. 
Walker, Tr. 1714-15 (10 days); Manpower, R. 
V, 2617 and Toyota, Inc. R. V, 2534-4, (15 
days acceptable providing that the “first 
personal meeting” alternative ‘trigger 
mechanism” included within § 436.2(i)(a) be 
deleted from the rule) and Pepsi, R. V, 2178 
(30 days). Note that proposed rule, appendix 
C, had a 15-day disclosure period. In adopt- 
ing a 10 business day ‘disclosure period,” 
the Commission has concluded that such a 
“disclosure period” is the most effective re- 
sponse to comments on the public record in 
this regard. The Commission strongly be- 
lieves that the complexity of the documents 
to be examined and ultimately executed by 
the prospective franchisee, in light of his 
“lack of business sophistication,’ mandates 
the need for two full business weeks (i.e., 10 
business days) between dissemination of the 
franchise prospectus and the standard and 
related franchise agreements, and the ex- 
ecution of such agreements. Such a period 
should in addition aid in allowing a prospec- 
tive franchisee in resisting any “high pres- 
sure” sales tactics on the part of the 
franchisor, or its sales representative, and at 
the same time allow for relatively prompt 
execution of the franchisee and related 
agreements once disclosure has been made. 
See in this regard, comments of Professor 
Bruce J. Walker, Tr. 1714-15. 

48Such comments were relatively numer- 
ous with respect to franchisor submissions 
on this issue. See, e.g., International Fran- 
chise Associations, R. V, 2062-66; Manpow- 
er, Inc., R. V, 2614-5; Machinery and Allied 
Products Institute, R. V, 2191-2; Cottman 
Transmission Centers, Inc., R. V, 2436; Swift 
and Co., R. V, 2222; H & R Block, Inc., R. V, 
632; Management Recruiters International, 
R. V, 2950; Atlantic Richfield Co., R. V, 
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While the Commission does not 
concur with what it believes to be an 
overly generalized criticism of the rule 
in this respect, it does take notice of 
the relative length of such a period in 
comparison to that of similar regula- 
tory provisions at the state level.'*® In 
so doing, the Commission wishes to 
stress the detailed nature of the dis- 
closures to be examined by the pros- 
pective franchisee amidst a number of 
complex iegal agreements. The public 
record clearly supports the Commis- 
sion’s analysis as to the necessity of a 
“10 business day” disclosure period. 


H. DEFINITION OF “‘AFFILIATED PERSON’’— 
SECTION 436.2(i). 


In an effort to effectuate ‘full dis- 
closure” of material facts regarding 
the franchise relationship, the Com- 
mission has required certain disclo- 
sures concerning persons! “affili- 
ated” with the franchisor. Such “af- 
filiated persons” clearly play a signifi- 


1996; General Foods Corp., R. V, 2197-8; 
and, Success Motivation Institute, R. V, 638. 
Of those franchisors who did indicate “sup- 
port” for the 15 business day ‘disclosure 
period” included within § 436.2(a)(1) of the 
revised proposed rule, Appendix C, a concur- 
rent comment was made to delete the ‘first 
personal meeting’’ mechanism if such a 15 
business day period were to be adopted. See, 
e.g., Manpower, Inc., R. V, 2614-5; and 
Toyota, Inc., R. V, 2524. 

49See comments submitted by the Inter- 
national Franchise Association, R. V, 2062, 
noting that: * * * Only Michigan, Minneso- 
ta, and South Dakota require that a disclo- 
sure statement and contract be furnished 
prospective franchisees so much as 7 days or 
1 week in advance. Five States have a 2-day 
or 48-hour delay. Two other jurisdictions 
have found a 3-day period sufficient to pro- 
tect prospective franchisees. 

In developing what it considers to be the 
most effective minimum “disclosure period” 
and one which at the same time is respon- 
sive to concerns voiced on the public record, 
the Commission believes the 10 business day 
period to be superior to those stated above 
as regards related State franchise laws. In 
so doing, the record does not support adop- 
tion of a summary review, such as a 48-hour 
period. Similarly, based on an examination 
of pertinent public record comments, the 
Commission has concluded that a period of 
7 calendar days is also insufficient with 
regard to allowing for informed business 
judgments on the part of the prospective 
franchisee. Taking into account such factors 
as (1) the complexity of such agreements, 
thereby often necessitating consulation 
with attorneys, accountants, and other per- 
sons experienced in the area of franchising; 
and (2) the concomitant lack of such busi- 
ness experience on the part of prospective 
franchisees; and (3) the significant disparity 
in informational resources between franchi- 
see and franchisor, the Commission believes 
the 10-business-day period to be better 
suited for its intended purpose within the 
rule. 

159 As noted in the discussion relating to 
§436.2(b) of the rule, supra, the term 
“person” includes any individual, group, as- 
sociation, limited or general partnership, 
corporation, or any other business entity. 
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cant role in the everyday business 
practices of the franchisor.'*' In short, 
they are persons who (a) either indi- 
rectly or directly control or influence 
the franchisor, such as through 10 
percent stock ownership in the fran- 
chise company; or (b) who have in 
common with the franchisor a part- 
ner, director, officer, or other execu- 
tive individual.*? Comments on the 
public record support the inclusion of 
such “affiliated persons” within the 
operation of the rule, given the influ- 
ence they often exert over the busi- 
ness practices of the franchisor; ‘** in 
addition, in a number of cases, 
franchiscrs often exert influence over 
subsidiaries or other “affiliated per- 
sons.” As indicated in comments from 
a number of industry representatives 
in this regard, however, the meaning 
of the term “affiliated persons” re- 
quires clarification through defini- 
tion.'** Accordingly, in response to 
such comment this term has been de- 
fined in section 436.2(i). 

The “affiliated persons” concept was 
contained within several paragraphs 
of the first proposed rule." The term 
was explicitly used in section 
436.1(a)(1) (trademark or trade name); 
section 436.1(a)(12) (obligations to 
purchase); section 436.1(a)(13) (recur- 
ring fees); while in section 436.1(a)(3) 
(business experience disclosures) and 
in section 436.1(aX5) (litigation and 
bankruptcy history disclosures) closely 
related concept of ‘10 percent stock- 
holders” was used. Industry comment 
indicated some confusion as to the 
meaning of the term “affiliated per- 
sons’”’ within the first proposed rule.'® 

The Commission, as a result, then 
employed the phrase “substantial con- 
nection” within these and related pro- 
visions of the revised proposed rule.'*? 
Rather than clarifying the Commis- 
sion’s intended meaning of the “‘affili- 


151See, generally, U. Ozanne and S. Hunt, 
The Economic Effects of Franchising, R. II, 
1060-1415. 

182Rach of these factors is expressly in- 
cluded within the definition of “affiliated 
persons” as per § 436.2(i) of the rule. In ad- 
dition, the 10 percent ‘stock ownership” 
factor is also expressly recognized at 
§ 436.2(i)(2). 

453 See, e.g., Homemakers’ Home & Health 
Care Services, Inc., Tr. 363; International 
Franchise Association, R. ITI, 984, and R. V, 
2068; U.S. Chamber of Commerce, Tr. 619; 
Pepsi Cola, R. V, 2178-9; and Kentucky 
Fried Chicken, R. V, 2170-1. 

154 See, e.g., International Franchise Asso- 
ciation, R. III, 984, and R. V, 2086; U.S. 
Chamber of Commerce, Tr. 619; and Home- 
makers Home & Health Care Services, Inc., 
Tr. 362 

165 Appendix B hereto. 

156 See, e.g., International Franchise Asso- 
ciation, R. ITI, 984. 

187 Appendix C. This “substantial connec- 
tion” language was included’ within 
8§ 436.1(aX(1Xc), (ad(7a), (a)(8), (a9), 
(a)(10), (a)(11), and (a)(12) (a) of that pro- 
posal. 
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ated person” concept—a concept pres- 
ently employed within varied areas of 
the federal securities laws—the “sub- 
stantial connection” terminology met 
with significant industry criticism. In- 
dicative of such criticism is the follow- 
ing comment submitted by the Inter- 
national Franchise Association: 


The requirement of disclosures with re- 
spect to all persons having a “substantial 
connection” with the franchisor is both 
vague and burdensome. * * * Compliance 
will be extraordinarily burdensome so long 
as contractual or working arrangements 
may be the basis for a “substantial connec- 
tion.” Most nationwide franchisors will find 
it necessary to catalog several hundred 
firms with which they maintain such ar- 
rangements to insure that their franchises 
will have access to necessary supplies and 
suppliers. * * * Like any other distribution 
system, franchising requires working or con- 
tractual arrangements with a large number 
of suppliers of the same equipment or sup- 
plies in different regions throughout the 
country. The make-up of the list is likely to 
be constantly shifting. * * *'* 


Although it was not the Commis- 
sion’s intention to include automati- 
cally persons who have an everyday 
business relationship with the franchi- 
sor within the “substantial connec- 
tion” category—such as distinct corpo- 
rate suppliers of the franchisor or its 
franchisees *°—it was apparent from 
comments on the record that such ter- 
minology may well have operated in 
such a manner. As again noted by the 
International Franchise Association in 
its comments on the revised proposed 
rule, Appendix C: 


{Tlhe particular evil{s] the new ‘“‘substan- 
tial connection” terminology seeks to pre- 
vent [are] a franchisee’s ignorance of limita- 
tions on his ability to purchase his require- 
ments freely in the marketplace, and of the 
franchisor’s financial motivation to perpetu- 
ate and enforce such limitations. A return 
to the original “affiliated companies” termi- 
nology would serve the same purposes with- 
out overburdening franchisors or swamping 
prospective franchisees with lengthy lists 


largely irrelevant to their proposed location. 
* * * 160 


The Commission has as a result rein- 
troduced the “affiliated persons” con- 
cept within several disclosure require- 
ments of the present rule and deleted 
the “substantial connection” terminol- 
ogy. 


b8R. V, 2066-7. Also, see, e.g., McDonalds 
Corp., R. V, 2461; Southland Corp., R. V, 
2758; Kentucky Fried Chicken, R. V, 2170-1; 
and Pepsi-Cola Co., R. V, 2179, and see, gen- 
erally, the discussion with reference to 
§ 436.1(a)(9) of the present rule, supra. 

‘°This is not to say, however, that such 
“distinct corporate suppliers” may not be 
classified as “‘affiliated persons” with regard 
to § 436.2(i) of the Rule. While such suppli- 
ers would not be so classified merely be- 
cause they may have substantial business 
dealings with a franchisor, they may in 
some way “control” the franchisor or alter- 
natively have common officers for example. 
See the discussion in the text, infra. 

160R. V, 2068. 


RULES AND REGULATIONS 


In developing a definition of the 
term “affiliated persons” as employed 
in the rule, the Commission has 
looked to concepts shown to work ef- 
fectively within the Federal securities 
law.'*' More specifically, the definition 
included within section 436.2(i) of the 
rule is based principally on related Se- 
curities and Exchange Commission 
definitions of such terms as “affili- 
ated” and “‘associated” person. '!® 

In this regard, the first criteria in 
the rule indicating whether a person is 
“affiliated” with a franchisor is that 
of “control.” See section 436.2(i). This 
is a concept employed within both the 
Securities Act of 1933 '* and the Secu- 
rities Exchange Act of 1934.'** While 


the issue as to whether a particular . 


person maintains such a position of 
“control” is a question of fact, in cer- 
tain instances such “control” may be 
found as a matter of law—such as in 
the case of a person holding more 
than 50 percent of the voting stock of 
a corporate franchisor, for example. In 
such circumstances, the shareholder 
could totally dominate the franchi- 
sor’s business activities through ‘“con- 
trol’ of the board of directors. '® 

Both judicial interpretation of the 
Federal securities acts and their legis- 
lative history emphasize, however, 
that the concept of ‘‘control” is not to 
be construed as “a narrow one, de- 
pending upon a mathematical formula 
of 51 percent of voting power,” but 
rather that it is to be broadly defined 
to be given effect wherever the fact of 
control actually exists.’ As a result, 


'61See generally 2 L. Loss, Securities Regu- 
lation 746-783 (1961) and (Supp., 1969), and 
the discussion in the text, infra. A similar 
definition was suggested by the Internation- 
al Franchise Association, at R. V, 2068. 

162See, e.g., 17 C.F.R. §§ 230.251 and 
230.405(a); and §§ 230.142(b)(2), 230.405 
(b(1), and 240.15b 10-9(e)(3) (1974). 

16315 U.S.C. § 77(a) et seq. Also, see, e.g., 17 
CFR § 230.405 (1974). 

415 U.S.C. §77(b) et seq. Also, see 17 
CFR § 240.12b 1(f) (1974). See, e.g., United 
States v. Re, 336 F. 2d 306 (2d Cir. 1964), 
cert. denied, 379 U.S. 904 (1964), for case law 
stressing the ‘common usage” origins of the 
“control’”’ concept within the Federal securi- 
ties laws. 

165 See, e.g., Park Rilford v. Schilte, 160 F. 
2d 984 (2d Cir. 1947), cert. denied, 332 U.S. 
761, and cf., SEC v. Amer. Beryllium & Oil 
Corp., 303 F. Supp. 912 (S.D.N.Y. 1969). 

66HER. No. 85, 73d Cong., lst Sess., 13 
(1933). Also, see e.g., Harriman v. E I. 
Dupont de Nemours and Co., 372 F. Supp. 
101, 104 (D. Del. 1974), for a decision which 
stresses that the “controlling person” con- 
cept within §20(a) of the Securities Ex- 
change Act of 1934, 15 U.S.C. § 77(b) beyond 


traditional doctrines of agency or conspir-° 


acy.” In discussing this point further, the 
court in Harriman also notes that: Its 
{§ 20(a) ’s] effect is to impose secondary or 
derivative liability on any person who con- 
trols a violator of the act or of any regula- 
oo promulgated thereunder. 372 F. 2d at 

In this respect, however, the operation of 
the “affiliated persons” concept within the 


such “control” may clearly be main- 
tained “indirectly” as well as “direct- 
ly,” such as where a person owns a 
major interest in an intermediary cor- 
poration which is the majority share- 
holder.'*? Most importantly, however, 
it was clearly not the intent of Con- 
gress in drafting the Federal securities 
acts to limit the ‘‘control”’ concept to 
legally enforceable control derived 
from the majority stock ownership 
whether “direct”. or “indirect,” 
through an intermediary.'* The Com- 
mission also has adopted this ap- 
proach in its use of the term of “‘affili- 
ated person” within the rule. 

While stock ownership is one indica- 
tor of “control,” the courts have fre- 
quently held that far less than a ma- 
jority holding may place actual con- 
trol of the corporation in the hands of 
a particular person. This is true par- 
ticularly where the bulk of ownership 
of a corporation is distributed among a 
large number of shareholders. '®® More 
specifically, a relatively small percent- 
age of the voting stock of a widely 
held corporation listed on a national 


rule is significantly different than that of 
the Securities Exchange Act. No such sec- 
ondary or derivative liability is imposed 
upon an “affiliated person” where a 
Franchisor covered by the rule fails to dis- 
close a material fact or misrepresents such 
fact; liability for such violation of the rule 
and any resulting material harm to an af- 
fected franchisee remains with the party 
upon whom the disclosure obligation rests. 

167See, e.g., Securities & Exchange Com- 
mission v. North American Research & De- 
velopment Corp., 280 F. Supp. 106 (S.D.N.Y. 
1968), aff'd in part and vacated in part on 
other grounds, 424 F. 2d 63 (2d Cir. 1970), 
and cf. Myzel v. Fields, 386 F. 2d 718, 738 
(8th Cir.), cert. denied, 389 U.S. 981 (1967). 
Compare comments submitted by the Inter- 
national Franchise Association suggesting 
that the term “affiliated persons” refers 
only to companies which are directly con- 
trolled by the franchisor. R. III, 984. Based 
upon the significant role which such “affili- 
ated persons” often play in the business de- 
cisions of the franchisor, the Commission 
finds such a suggestion to call for an unduly 
narrow construction of such a critical term, 
and one which is inconsistent with the cur- 
rent securities law interpretation of the “af- 
filiated persons” concept. 

168See H.R. No. 85, 73d Cong. Ist Sess., 13 
(1933), and see generally 2 L. Loss, Securi- 
ties Regulation 770-783 (1961) and (Supp. 
1969). 

169See, e.g., United States v. Wolfson, 405 
F. 2d 779 (2d Cir. 1968), cert. denied, 394 
U.S. 946 (1969). 

1709 See, e.g., Morgan, Stanley & Co., Inc. v. 
SEC, 126 F. 2d 325, 328, 333 (2d Cir. 1942), 
and Ellerin v. Massachusetts Mutual Life In- 
surance Co., 167 F. Supp. 71, 78 (S.D.N.Y. 
1958), aff'd, 270 F. 2d 259 (2d Cir. 1959). In 
the Morgan, Stanley decision, Judge 
Learned Hand in a concurring opinion 
stated “that the court could take judicial 
notice of the fact that ownership of 20 per- 
cent of the voting power of a company 
makes the owner ‘liable’ to have practical 
control.” 126 F. 2d at 328. Also, see general- 
~ 4 Loss, Securities Regulation 770-779 
(1961). 
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stock exchange may well be sufficient 
to “control the corporation.” As a 
result, the courts have held that a 10 
percent owner of voting stock “is in a 
strategic position to control, or influ- 
ence the control of” such a corpora- 
tion.’7° The Commission has therefore 
incorporated such a view in finding 
that persons who hold 10 percent or 
more of the stock of a franchisor are 
in such a strategic position to control 
or influence the control of a franchi- 
sor. Thus, this consideration is ex- 
pressly included within the present 
rule, at section 436.2(i)(2), similar to 
the first proposed rule. 

Other indicators of “control” for 
purposes of the Federal securities acts 
and for the present rule as well are nu- 
merous and will merely be listed 
herein. Such “control” factors include, 
for example: (1) the capability of a mi- 
nority shareholder to obtain sufficient 
proxies from other corporate share- 
holders to dominate the board of di- 
rectors; ‘7! (2) control in more than one 
person—i.e., the ability of a group of 
corporate shareholders to act collec- 
tively to direct the corporation’s activ- 
ities, where one such individual alone 
could not do so; '” (3) ‘“‘ccommon con- 
trol,” such as where one person or a 
group of such persons controls the 
voting interest in two distinct corpora- 
tions; 1 and, (4) the ability to compel 
a publicly held corporation to register 
under the requirements of the Federal 
securities acts.'"4 

One additional indicator of “affili- 
ated person” status not necessarily in- 
volving a control element is a common- 
ality of one or more partners, officers, 
directors, or other executive personnel 
between, for example, a corporate 
franchisor and a second corporation. 
This “indicator” of such status is em- 
ployed by the SEC as well and is 
herein described by section 436.2(i)(3) 
of the rule. 

Despite the utility of the “control” 
concept in identifying circumstances 
which involve “affiliated persons” as 
that term is defined within the rule, 
however, it is the substance of the re- 
lationship which will govern whether 
the person at issue is considered to be 
“affiliated” with the franchisor, and is 
therefore made the subject of the ap- 
plicable disclosure requirements of the 
rule as exemplified by the above ‘‘com- 
monality” factor. The ‘control’ 
factor, while frequently present in 


m™See American Gas & Electric Co. v. 
SEC, 134 F. 2d 633 (D.C. Cir. 1943), cert. 
denied, 319 U.S. 763 (1943) (the ability to 
win such a “proxy fight” need not be estab- 
lished to show legal ‘‘control’’). 

12See Pennaluna & Co. v. SEC, 410 F. 2d 
861 (9th Cir. 1969). 

13Cf. Landay v. United States, 108 F. 2d 
698, 704 (6th Cir. 1939), cert. denied, 309 
U.S. 681 (1940). 

14%See S.E.C. v. Amer. Beryllium & Oil 
Corp., 303 F. Supp. 912 (S.D.N.Y. 1969). 
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such situations, is noted herein only so 
as to indicate that part of the ratio- 
nale for such provisions is based upon 
important case developments inter- 
preting the Federal securities acts.'% 
In any event, persons as so defined in 
these subparagraphs are in a strategic 
position to influence the business 
practices of the franchisor and are 
therefore “affiliated persons” within 
the scope of the rule. 


I. DEFINITION OF “FRANCHISE BROKER” — 
SECTION 436.2(j). 


This definition is intended to make 
clear that a franchise broker is defined 
by the rule as a person (other than a 
franchisor or a franchisee) who 
“sells,” offers for sale, or arranges for 
the sale of a franchise to a franchisee. 
The public record clearly indicates 
that franchisees who purchase fran- 
chises from franchise brokers or pro- 
moters need protection as much as 
those who purchase from the franchi- 
sor itself.'"* The public record contains 
materials which indicate that franchi- 
sees who purchased their franchises 
from “franchise brokers’ have suf- 
fered serious financial losses.’ This 
definition is also necessary from the 
standpoint of clearly identifying the 
relationship between the franchisor 
and the franchise broker.'** Given that 


5 See generally 2 L. Loss, Securities Regu- 
lation 764-780 (1961) & (Supp. 1969). 

1%'Thomas Murphy, publisher of the Con- 
tinental Franchise Review, testified at Tr. 
1602, that a great many abuses “stem from 
overzealous independent commission agen- 
cies selling franchises without regard to the 
franchisee’s financial ability or adaptability 
to the particular franchise.” 

7$ee, e.g., the complaint of Brye J. Ra- 
denbaugh, R. VI, 851, who purchased a fran- 
chise based in part upon the misrepresenta- 
tions and failures to disclose of a franchise 
broker, and who lost the $17,000 he invest- 
ed; and cf. Murphy, Tr. 1602. 

178 Emphasizing the importance of clearly 
defining the relationship between the “‘fran- 
chise broker” and the franchisor, Congress- 
man Claude Pepper of Florida explained in 
the Congressional Record (Dec. 7, 1971) at E 
13145 (included in the public record at R. II, 
18), that “a popular practice has been to 
handle the payment (of the franchise fee) 
as salesman’s commission.” As support for 
this view, Congressman Pepper quotes Cole- 
man R. Rosenfield regarding the role of 
“franchise brokers”: “A good many fran- 
chises are sold through sales companies who 
specialize in merchandising several fran- 
chises. These companies are paid by com- 
missions which oddly enough, generally 
equal the deposit required. They are the 
agents of the franchisor and any attempts, 
direct or deceptive, to alter that reiation- 
ship, must be clearly’ and effectively 
squelched. [sic] The implications in the re- 
lationship between the sales agent and the 
franchisor-franchisee are far-reaching and 
merit appraisal and definition * * *.” 

Professors Ozanne and Hunt quoted one 
of the respondents to their franchisor ques- 
tionnaire who stated: “All of a sudden, out 
of nowhere as franchising began to grow, 
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such persons act on behalf of the 
franchisor, and receive their commis- 
sions from the franchisor only if a sale 
is made, the Commission has placed 
them within the ambit of the rule. 


J. DEFINITION OF “SALE OF A 
FRANCHISE’’—-SECTION 436.2(Kk). 


This definition essentially limits the 
applicability of the rule to new trans- 
actions (sale, license, or any other ac- 
quisition of a franchise for value by a 
franchisee) excluding some instances 
in which franchise agreements are re- 
newed or merely extended.'”? Another 
important part of this definition is the 
language treating renewal contracts or 
renegotiated agreements containing 
“material” changes as a “sale” of a 
franchise and thus triggering the dis- 
closure requirements. 1® 

The record also indicates that there 
are many instances in which a franchi- 
sor attempts to materially change an 
agreement and thus force the franchi- 
see to accept unfavorable or additional 
terms to which he or she did not ini- 
tially agree.'*! The rule, in response to 


appeared people calling themselves ‘fran- 
chising experts’ and offering to develop 
your concept and seli your franchise. How 
they got to be experts was a mystery. I 
avoided them and handled my own develop- 
ment and selling.” (R. IT, 1179.) 

See also the statements in the Williams 
Hearings, of Julius Rudomimer, Federated 
Franchises, Inc., R. II, 705, and Allen K. 
Turner, Clark, Dodge & Co., R. II, 710, two 
franchise brokers, regarding their roles in 
franchisee recruitment. As explained in 
Franchised Distribution at 39 and included 
in the record at R. II, 1402: [a] ‘franchise 
broker’ may operate from a permanent 
franchise showroom: “‘The person manning 
a@ permanent ‘business opportunity’ show- 
room sometimes identifies himself as a fran- 
chise ‘consultant.’ This would seem to sug- 
gest that the consulting he performs is for 
the benefit of the prospeciive franchisee. 
But the consultant receives his compensa- 
tion from the franchise company and in re- 
ality he represents the interests of that 
company rather than the would-be franchi- 
see.” 

1799Tt is important to note in this regard 
that a franchisee who is terminated but sub- 
sequently reinstated would be covered 
under this definition, the operation of the 
franchise having been interrupted. See Cali- 
fornia Franchise Investment Law, § 31018(b) 
definitions of ‘“‘offer’” and ‘‘cffer to sell,” at 
R. V, 1821: “The terms defined in this sec- 
tion do not include the renewal or extension 
of an existing franchise where there is no 
interruption in the operation of the fran- 
chise business by the franchisee.” In addi- 
tion, the term “sale of a franchise” as em- 
ployed herein may include license, lease, 
rental, and other arrangements which may 
not otherwise be formally considered a ‘‘sale 
of a franchise.” See, e.g., General Motors, R. 
V. 2483; and Burger Chef, R. V, 2250. 

1% There is evidence in the record indicat- 
ing that this is a critical provision, which 
would prevent franchisors from making sub- 
stantial changes in the franchising arrange- 
ment without the franchisee’s knowledge or 
understanding. 

181 See, e.g., a franchisee cited in the Wil- 
liams Hearings at R. II. 156. 
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the problem created by this type of 
franchisor conduct, treats modifica- 
tions to existing contracts between a 
franchisor and its franchisees to be 
the “sale of a franchise” if there are 
material changes in the terms of the 
franchise agreements. 

Comment was also received on a 
matter closely related to the definition 
of “sale of a franchise,” i.e., whether 
there would be an exception for fran- 
chise sales where there is already an 
existing franchise relationship be- 
tween the parties.'** The Commission, 
however, finds that such an exclusion 
is inadvisable in view of the fact that 
subsequent franchise purchases may 
be at terms different than those at 
which the franchisee has previously 
purchased his or her franchise(s), and 
since other material changes concern- 
ing the franchisor may have occurred 
without the knowledge of the franchi- 
see. 


K. DEFINITION OF ‘‘MATERIALITY”— 
SECTION 436.2(n). 


A significant number of comments 
on the public record have suggested 
the inclusion of “materiality” criteria 
within the rule.'** The concept of ‘“‘ma- 
teriality” is one which plays a critical 
role in the operation of a number of 
State franchise laws,'** as well as 
major Federal legislation, such as the 
Federal Trade Commission Act ‘* and 
the Federal securities acts.'** Such a 
concept has been the subject of fre- 
quent judicial interpretation with re- 
spect to section 10(b) of the Securities 
Exchange Act of 1934, 15 U.S.C. 


182See, e.g., Quality Inns, R. V, 2454, “A 
second objection * * * is that there is no ex- 
emption for an additional sale to an existing 
franchisee * * *. Where there is already an 
exisfing relationship, it appears to us to be 
superfluous to require distribution of a dis- 
closure statement.” See also Dart Indus- 
tries, Inc., R. III, 261; Holiday Inn, Tr. 1279. 

183 See, e.g., Kentucky Fried Chicken, R. V, 
2172; International Franchise Association, 
R. ITI, 998 and R. V, 22075-6; H. & R. Block, 
Inc., R. V, 632; American Retail Federation, 
R. III, 1694; Prof. Urban B. Ozanne, Tr. 
2226; Anthony R. Pierno, former Commis- 
sioner of Corporations for the State of Cali- 
fornia, Tr. 650; U.S. Chamber of Commerce, 
Tr. 616; Prof. Donald M. Thompson, Tr. 303, 
and R. II, 3917; Getty Oil Co., R. III, 161; 
Success Motivation Institute, R. V, 637; and 
McDonalds Corp., R. V, 2462. 

1*4See, e.g., §553.26(7) of the Wisconsin 
Franchise Investment Law at R. V, 1074; 
Michigan Franchise Investment Law, E.H.B. 
4203, at R. V, 808; and Rhode Island Fran- 
chise and Distributor Investment Relations 
Act, R. V, 907. 

1815 U.S.C. § 41 et seq. In this regard, it is 
a violation of §5 of the Act, 15 U.S.C. § 45, 
either to misrepresent or not disclose a ma- 
terial fact. See, e.g., the discussion in Ch. 
III, supra, and cf. the Pfizer decision, 81 
F.T.C. 23 (1972). 

186 See, e.g., the Securities Act of 1933, 15 
US.C. § 77(a), et seq.; and the Securities Ex- 
change Act of 1934, 15 U.S.C. § 77(b), et seq. 
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§ 77(b).'87 As a result, the basis for the 
concept of ‘materiality’ employed 
within the present rule is largely 
drawn from pertinent cases, statutes, 
and rules of the Securities and Ex- 
change Commission. 

Moreover, the concept of ‘“‘material- 
ity” is as well known to the common 
law as to Federal securities law. One 
common law case which explains the 
meaning of “material’’ within this con- 
text is McGuire v. Gunn, 123 Kan. 422, 
300 P. 654, 656 (1931), which defines a 
“material statement” as “a representa- 
tion relating to a matter which is so 
substantial and important as to influ- 
ence a party to whom it is made.” This 
early interpretation of the concept of 
“materiality” remains accurate under 
current case law. For example, two of 
the leading Supreme Court cases 
which define “materiality” within the 
context of the Securities Exchange 
Act of 1934, 15 U.S.C. § 78, state that a 
fact is material if a reasonable investor 
might have considered it important in 
making his or her investment deci- 
sion. '** 

As noted by the Court in Mills v. 
Electric Auto Lite Co., in its review of 
material omissions in a proxy state- 
ment: 


Where the misstatement or omission in a 
proxy statement has been shown to be “ma- 
terial,” as it was found to be here, that de- 
termination itself indubitably embodies a 
conclusion that the defect was of such a 
character that it might have been consid- 
ered important by a reasonable shareholder 
who was in the process of deciding how to 
vote. '** 

The Supreme Court in Mills there- 
fore first defined the term “material 
fact” as a fact which is likely to have 
influenced a reasonable investor in 
making an investment decision. The 
Court continued its analysis of the 


87In this regard, see also rule 10(b)-(5) of 
the Securities and Exchange Commission, 
17 CFR § 240.10(b)(5(b), which states as fol- 
lows: “It shall be unlawful for any person, 
directly or indirectly, by the use of any 
means or instrumentality of interstate com- 
merce, or of the mails or of any facility of 
any national securities exchange, (a) to 
employ any device, scheme, or artifice to de- 
fraud, (b) to make any untrue statement of 
a material fact or to omit to state a material 
fact necessary in order to make the state- 
ments made, in the light of the circum- 
stances under which they were made, not 
misleading, or (c) to engage in any act, prac- 
tice, or course of business which operates or 
would operate as a fraud-or deceit upon any 
person, in connection with the purchase or 
sale of any security.” 

A helpful case interpreting this rule with 
respect to the meaning of “material fact” is 
SEC v. Texas Gulf Sulfur Co., 401 F. 2d 833, 
849 (2d Cir. 1968), cert. denied, sub nom., 
Coates v. SEC, 394 U.S. 976 (1969). 

%8See Mills v. Electric Auto-Lite Co., 396 
U.S. 375, 384 (1970); and Affiliated Ute Citi- 
zens v. United States, 406 U.S. 128, 153-54 
(1972). : 


19396 U.S. 375, at 384 (1970). 


term “material,” however, by noting 
that ‘“‘there is no need to supplement 
this requirement * * * with a require- 
ment of proof of whether the defect 
actually had a decisive effect on the 
(shareholder’s) voting.’’ In this regard, 
the Court emphasized that: 


Where there has been a finding of ‘‘mate- 
riality” a shareholder has made a sufficient 
showing of causal relationship between the 
violation and the injury for which he seeks 
redress if * * * he proves the proxy solicita- 
tion itself, rather than the particular defect 
in the solicitation materials, was an essen- 
tial link in the accomplishment of the trans- 
action. '* 


Transposed to Federal Trade Com- 
mission practice with respect to the 
operation of the present rule, applica- 
tion of the Court’s analysis in Millis 
means that a franchisor must disclose, 
for example, all civil actions—as per 
section 436.1(a4i)—which have a 
significant likelihood of affecting the 
investment decision of a _ potential 
franchisee. 

The Court in Mills, supra, and Affili- 
ated Ute Citizens v. United States, 406 
U.S. 128 (1972), clearly defined the 
test of “materiality” in an objective 
rather than a subjective manner. As 
per the Court’s analysis in Mills: 


{Tlhis objective test will avoid the imprac- 
ticalities of determining how many votes 
were affected, and, by resolving doubts in 
favor of those the statute was designed to 
protect, will effectuate the congressional 
policy of insuring that the shareholders are 
able to make an informed choice when they 
are consulted on corporate transactions. '*' 


In this context, one additional case 
brought under the securities acts 
merits attention, namely Gerstle v. 
Gamble-Skogmo, Inc., 478 F. 2d 1281 
(2d Cir. 1973). Therein, the test of 
“materiality” was defined by the court 
as “whether a reasonable man would 
attach importance to the fact misrep- 
resented in determining his choice of 
action in the transaction in question.” 
Under the analysis in Gamble-Skogmo, 
the court held that the actual mean- 
ing of the nondisclosed fact to the cor- 
poration in question was a “subjec- 
tive” factor which had no significance 
with respect to determining whether 
the misrepresentation or nondisclo- 
sure at issue involved a ‘material 
fact.” 

Again, transposing this remark 
within the meaning of “material” as 


Td. Likewise, in a Commission action 
against a franchisor for failure to disclose a 
material fact, all that would need to be 
shown is that a reasonable person would 
have considered such information impor- 
tant in deciding whether to invest in a par- 
ticular franchise, not that any particular 
person specifically relied upon the absence 
of certain information in making the invest- 
ment decision. See the cases cited in Ch. III, 
hereof, concerning misrepresentation and 
failure to disclose in the context of the Fed- 
eral Trade Commission Act. 


Td. at 385. 
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employed in the rule,'*? such an objec- 
tive definition of “materiality” would 
serve to protect both the “reasonable 
franchisee” as well as the “prospective 
franchisee” who may not be terribly 
astute in financial dealings.'** In other 
words, the requirements of “material- 
ity” within the rule will obligate the 
franchisor to disclose under section 
436.1(a)(4)(i), for example, all impor- 
tant civil actions against it, without al- 
lowing a defense that such franchisor 
in “good faith” thought the action in 
question to be “insignificant.” !* 

The Commission has also taken 
notice of several other SEC cases 
which set out “materiality” criteria in 
structuring the definition of this term 
within the rule. More specifically, the 
Commission has built into the defini- 
tion of ‘materiality’ herein, the con- 
cept of whether in fact the representa- 
tion at issue is likely to “influence” a 
prospective franchisee in the making 
of a significant'’® decision relating to a 
franchise.'% Further, the Commission 
interprets section 436.2(n) to encom- 
pass as well, where applicable, the 
“contrary action” approach to ‘“mate- 
riality” discussed in a number of Secu- 
rities and Exchange Commission 
cases. '%7 


‘2 While the Commission has determined 
that all of the disclosures required by the 
rule concern information material to the 
franchise relationship, it has expressly in- 
cluded the term “material’”’ with reference 
to the disclosures relating to §§ 436.1(a)(4), 
436.1(a)(5), . . . §436.1(a)(12) of the rule. It 
has been so included in these sections in rec- 
ognition of the fact that certain informa- 
tion of the type described therein might not 
be material and therefore need not be dis- 
closed. This term has been inserted in those 
sections of the rule to make it clear to af- 
fected franchisors that only those matters 
which are material need to be disclosed 
under the rule. See, e.g., International Fran- 
chise Association, R. ITI, 998 and R. V, 2083- 
4; and Kentucky Fried Chicken, R. V, 2172, 
for public record support in this regard. 

%3See generally comments submitted on 
this issue by Prof. Shelby D. Hunt, R. II, 
3836-37. 

In this regard, cf. Chasins v. Smith, 
Barney & Co., 438 F. 2d 1167 (2d Cir. 1970). 
The Chasins decision held that where there 
were obligations to disclose ‘“‘material facts” 
on the part of a corporation and such facts 
were not disclosed, a plaintiff shareholder 
could establish from this alone the requisite 
element of causation as to injuries resulting 
from an investment decision made without 
the benefit of such facts. Id., at 1172. 

'sThe term “significant” is intended to 
limit the definition of ‘material’ to deci- 
sions which are important, e.g., the decision 
to purchase a franchise. 

1% Cf. Crane Co. v. Westinghouse Air Brake 
Co., 419 F. 2d 787 (2d Cir. 1969). 

197See, e.g., General Time Corp. v. Talley 
Industries, Inc., 403 F. 2d 159, (2d Cir. 1968), 
cert denied, 393 U.S. 1026 (1969). The Court 
in General Time introduced the concept of 
“contrary action” by a shareholder in deter- 
mining whether such “contrary action” 
would have been taken if he or she had 
been aware of the particular undisclosed 
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In conclusion, cases and rules of 
recent vintage appear to adopt the ap- 
proach that a “material fact’ is one 
where there is a substantial likelihood 
that a “reasonable investor would con- 
sider it important in the making of an 
investment decision.” ‘°° In employing 
this basic concept within the defini- 
tion of “materiality,” the Commission 
has responded to comments on the 
public record which urge that only in- 
formation which would “reasonably 
affect a prudent person’s decision 
whether to obtain a franchise” be in- 
cluded within the disclosures required 
by the rule. '%9 


L. ANTITRUST IMPLICATIONS—(NOTE 1) 


Note 1 of the rule states that the 
Commission expresses no opinion as to 
the legality of any practice mentioned 
therein as, for example, regarding the 
permissibility of such practices under 
the Federal Trade Commission Act or 
the Federal antitrust laws.?° In this 
regard, the requirement of disclosure 
of a particular fact, or facts, does not 
mean that the Commission approves 
of the practice disclosed. Further, a 
provision for the disclosure of a given 
fact should not be viewed as an indica- 
tion that the Commission will not take 
appropriate action to enforce the anti- 
trust laws or the Federal Trade Com- 
mission Act as they relate to unlawful 
restraints of trade. 

The record indicates that those who 
commented on this issue were con- 
cerned that business practices which 
are the subject of the disclosure re- 
quired by section 436.1 (a)(10), (a)(11), 
and (a)(13) of the revised proposed 
rule might involve violations of the 
antitrust laws.*°*' However, in order to 


fact. See also Nicholson File Co. v. H. K. 
Porter Co., 841 F. Supp. 508 (D.R.I. 1972), 
aff'd, 482 F. 2d 421 (ist Cir. 1973). The Com- 
mission has also employed the “substantial 
likelihood”’ factor in defining the term ‘‘ma- 
terial” in order to aid in clarifying its in- 
tended meaning to all persons affected by 
the operation of the rule. 

198 See, e.g., Mills vy. Electric Auto-Lite Co., 
396 U.S. 375 (1970). 

199 See, e.g., Kentucky Fried Chicken, R. V, 
2172; and Mills v. Electric Auto-Lite Co., 396 
U.S. 375 (1970). 

20The Federal antitrust laws include the 
Sherman Act, 15 U.S.C. §1 et seq.; the Clay- 
ton Act, 15 U.S.C. §12 et seq.; and the Rob- 
inson-Patman Act, 15 U.S.C. §13 et seq. 
These laws and the Federal Trade Commis- 
sion Act, 15 U.S.C. § 45 et seq. prohibit nu- 
merous trade practices which have anticom- 
petitive effects on business. 

201See, e.g., Manpower, Inc., R. V, 2617, 
“We object to this attempt to place franchi- 
sors in the compromising position of having 
to choose between self-incrimination and 
the commitment of an unfair trade prac- 
tice.” Describing the rule’s requirements to 
disclose information under §§ 436.1(a)(10), 
436.1(a)(11), and 436.1(a)(13) of the revised 
proposed rule as “not fair and grossly in- 
equitable,”” Manpower explains that ‘‘corpo- 
rations are not afforded the protection of 
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provide prospective franchisees with 
the information necessary to enable 
the making of an informed decision as 
to whether to enter into a franchise 
relationship, the Commission consid- 
ers disclosure of such material infor- 
mation essential. In this regard, the le- 
gality of a particular act or practice is 
therefore not at issue with respect to 
the obligations of a franchisor and 
franchise brokers to comply with the 
provisions of the rule. 


M. PREEMPTION—(NOTE 2) 


1. In General. 

Note 2 establishes the effect of this 
rule on State laws, municipal ordin- 
ances, and other local regulations con- 
cerning franchising. During the period 
for comment on the first proposed 
rule,”? some franchisors questioned 
the authority of the Commission to 
preempt State or local laws. These 
comments 7° were made before the 
Commission’s authority to issue sub- 
stantive trade regulation rules had 
been affirmed by court decision.*” 
Subsequent thereto, in response to the 
request for comment on the revised 
proposed rule, certain franchisors con- 
tinued to assert that the Commission 
was without power to issue the rule in 
question.” It is now clear, however, 
that Commission trade regulation 
rules have the force and effect of Fed- 
eral law and, like other Federal sub- 
stantive regulations, preempt State or 
local laws to the extent these laws 
conflict.2°° The relevant judicial deci- 


the fifth amendment to the Constitution, 
and are not granted immunity in any result- 
ing legal proceeding under the immunity 
provisions of the Organized Crime Control 
Act of 1970 (pt. V, title 18, United States 
Code).” The Commission believes, however, 
that the absence of criminal immunity for 
corporations should play no role in deter- 
mining whether material information 
should be disclosed to prospective franchi- 
sees. While the rule does not seek to evalu- 
ate the legality of a practice, the Commis- 
sion believes it clearly contrary to the public 
interest to excuse disclosure on the basis 
that certain acts or practices are unlawful. 

202?Nov. 11, 1971-Feb. 12, 1972, pursuant to 
the notice in 36 FR 21607 (Nov. 11, 1971), at- 
tached hereto as app. B. 

203 See, e.g., Ford Motor Co., R. III, 659-60; 
Bernard Browning, General Business Serv- 
ices, Tr. 340; Sheraton Inn, Inc., R. III, 1359; 
and Ralph Jones, Budget Rent-A-Car Corp., 
Tr. 804. 

204 National Petroleum Refiners Associ- 
ation v. FTC, 482 F. 2d 672 (D.C. Cir. 1973), 
cert. denied, 415 U.S. (951 (1974). 

206 For such comments, see, e.g., Exxon, R. 
V, 1224; Shell, R. V, 2358; and Atlantic Rich- 
field, R. V, 1994. 

206 See § 202(a) of Magnuson-Moss Warran- 
ty-Federal Trade Commission Improvement 
Act (Pub. L. 93-637) enacting a new 
§ 18(a)(1)(b) of the Federal Trade Commis- 
sion Act, and see, e.g., Free v. Bland, 369 
U.S. 663 (1962); Public Utilities Commission 
of California v. United States, 355 U.S. 534 
(1958); Leslie Miller, Inc. v. Arkansas, 352 
U.S. 197 (1956); and Standard Oil Co. v. 

Footnotes continued on next page 
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sions clearly indicate two circum- 
stances in which Federal law preempts 
conflicting State or local legislation, 
namely: (1) When the State legislation 
frustrates the full effectiveness of the 
Federal legislation 7 or (2) when com- 
pliance with both laws is a physical 
impossibility. . 

In formulating this rule, the Com- 
mission has considered the viability of 
three courses of action urged upon it 
regarding preemption: (1) Total pre- 
emption of State and local laws, (2) 
preemption of State laws or local regu- 
lations which conflict with the Com- 
mission’s rule, and (3) preemption of 
conflicting State or local laws only 
when the latter do not provide as 
much protection to franchisees as the 
Commission rule. The Commission has 
determined that the third alternative 
would best serve the public interest. 
The following discussion of each possi- 
bility explains the reasons for this 
conclusion. 

a. Total preemption of State and 
local laws. Not surprisingly, State and 
local government officials who com- 
mented in reponse to the proposed 
versions of the rule were generally op- 
posed to having the Commission pre- 
empt laws of their State.*° Franchi- 


Footnotes continued from last page 
Johnson, 316 U.S. 481 (1942). As expressly 
noted by one court: “It has long been held 
that a regulation by a department of the 
Government addressed to and adapted to 
the enforcement of an Act of Congress, the 
administration of which is confided to such 
department, has the force and effect of law. 
Further, one of the pillars of our republican 
form of government, built upon the suprem- 
acy clause of the U.S. Constitution and first 
enunciated by the U.S. Supreme Court in 
McCulloch v. Maryland, 4 Wheat. 316, 4 L. 
Ed. 579 (1819), is that when State and Fed- 
eral laws conflict, the State law must fall.” 
Brown v. Bates, 316 F. Supp. 897, 902 (N.D. 
Ohio 1973). 

207 See, e.g., Perez v. Campbell, 402 U.S. 632 
(1971); Florida Lime and Avocado Growers 
v. Paul, 373 U.S. 132 (1963); and Hines v. Da- 
vidowitz, 312 U.S. 52, 67 (1941). In Perez v. 
Campbell, supra, the Supreme Court 402 
U.S. at 652, noted that: “The controlling 
principle (is) that any State legislation 
which frustrates the full effectiveness of 
Federal law is rendered invalid by the su- 
premacy clause.” 

20See, e.g., Florida Lime and Avocado 
Growers v. Paul, supra, at 142-143 (1963); 
and Royal Oil Corporation v. F.T.C., 262 F. 
2d 741, 743 (4th Cir. 1950). 

22° When the first proposed rule was com- 
mented upon, a number of State authorities 
addressed the question of preemption. The 
California Attorney General stated that 
Federal legislative attention should be invit- 
ed to the question of Federal preemption in 
the field of franchise regulation (R. II, 
2581). The Kansas Office of the Securities 
Commissioner stated that the FTC rule 
should not foreclose State regulation, 
saying it is necessary for the State to govern 
circumstances peculiar to that particular 
body politic. It also emphasized the ability 
of State agencies to investigate and pros- 
ecute more closely in a particular region (R. 
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sees generally agreed with these offi- 
cials and argued against total preemp- 
tion.?"° On the other hand, franchi- 
sors’ comments were overwhelmingly 
in favor of total preemption.?"' In gen- 


II, 2683). The Oregon Department of Jus- 
tice advised that it appears most desirable 
that the rule expressly state that it does not 
intend to abrogate or supersede State laws 
which impose the same or more stringent 
requirements upon those offering franchises 
for sale within the State (R. II, 6). The At- 
torney General of the State of Washington 
commented that even though the proposed 
FTC regulations would not in his view pre- 
empt State law, they should be made as ef- 
fective as Washington law so that a strong 
and uniform standard would apply. In addi- 
tion, he urged that any Federal regulation 
not preempt more stringent State laws (R. 
II, 3763). Metropolitan Dade County, Fila., 
asked, however, that the rule be drawn to 
supersede State laws and regulations which 
are less stringent than or materially differ- 
ent from the rule (R. II, 2581). Mrs. Virginia 
Knauer, Special Assistant to the President 
for Consumer Affairs, also commented on 
this question, indicating that she was in 
favor of the rule not abrogating or supersed- 
ing State laws imposing similar or more 
stringent requirements (R. II, 4718). 

210See, e.g., Schwartz and Snyder, repre- 
senting franchisees, R. II, 7; National Auto- 
mobile Dealers Assoc., R. IV, 2154. 

211During the round of comments on the 
first proposed rule, franchisors strongly 
argued in favor of the Commission com- 
pletely preempting State laws. For example, 
Watkins Products, Inc., stated that the 
Commission rule should supersede State 
laws imposing similar obligations upon 
franchisors (R. ITI, 79). The Ford Motor Co. 
argued that Federal laws should preempt 
those of the States (R. ITI, 659-60). Mr. 
Edward A. Smith of H. & R. Block testified 
that regulation of such activities, to be ef- 
fective, should be the responsibility of the 
Federal Government alone, and the stated 
intent, purpose, and effect of the rule 
should be one of preemption of the numer- 
ous and, in many instances, conflicting 
State regulations and statutes concerning 
franchising (Tr. 718). Leonard Rawls, Jr., of 
Hardee’s Food Systems, Inc., also pleaded 
for controls which would be effective in all 
of the 50 States. He testified (Tr. 754): ““‘We 
feel that it is imperative that a national set 
of rules be established to transcend a patch- 
work of State legislation. We cannot possi- 
bly function efficiently within different 
rules in different localities * * *. We are 
pleading for the same regulatory controls in 
each of the 50 States. This is so essential 
that we endorse the commitment of the 
Federal Trade Commission and other bodies 
of government in producing this beneficial 
effect—that of clarifying the operating rules 
so that we can conduct business fairly, sen- 
sibly and consistently in Minnesota as well 
as in Florida.” 

See also Gambie-Skogmo, Inc., R. III, 177; 
McDonalds Corp., R. III, 1519-20; Manpow- 
er, R. Iil, 1407; Sol Edidin, Hertz System, 
Inc., Tr. 812; David I. Schaffer, Avis Rent-A- 
Car System, Tr. 822; Herbert L. Gran, Sir 
George’s Inc., Tr. 1024; Homer Staves, 
Kampgrounds of America, Tr. 1571; Travel 
Lodge International, Inc., R. III, 1351. The 
U.S: Chamber of Commerce also argued in 
favor of total preemption, R. III, 1080 and 
Tr. 593. 


eral they sought relief from different 
and sometimes conflicting laws in dif- 
ferent localities.2** Some franchisors 
argued that the role of Federal regula- 
tion is to provide a uniform set of 
laws.23 Some also argued the impor- 
tance of avoiding dissimilar regulation 
of government with resulting parallel 
and duplicate regulations.?"* 

The Commission has concluded that 
the franchisors’ arguments in favor of 
total preemption do not present a per- 
suasive case with respect to this specif- 
ic rule. Franchisors’ strongest argu- 
ments for a Commission rule totally 
preempting State and local regulations 
would be the existence of duplicate or 


When the record was reopened for com- 
ments on the revised proposed rule, franchi- 
sors again made their case for Federal pre- 
emption of State laws governing franchi- 
sors. This time comment focused on the lan- 
guage of Note 2 of the proposed rule which 
provided only for superseding directly in- 
consistent State laws. 

Standard Oil of California argued at R. V, 
2411-12: “If, as this note suggests, State 
laws can continue to require franchisors to 
make disclosures to the prospective franchi- 
see which are not (directly inconsistent) 
with the provisions of the rule, whatever 
that may mean, franchisors will probably be 
confused. One of the chief purposes and 
values of Federal regulation in an area such 
as franchising would be to provide a uni- 
form standard of conduct throughout the 
entire scope of interstate commerce. We 
therefore suggest that Note 2 be revised to 
assure that, where applicable, the rule will 
supersede State and local regulation of fran- 
chise disclosures.” 

Avis’ arguments were similar (R. V, 1699): 
“Avis continues to believe strongly that any 
rule issued in this field by the FTC should 
supersede and preempt all State laws deal- 
ing with the subject of franchise issuance 
and disclosure. Only in this way can we 
avoid having to comply with a multitude of 
conflicting State requirements, now existing 
and to be adopted. A uniform Federal rule is 
the only logical method by which a national 
franchisor can be expected to be fully cogni- 
zant of all requirements pertaining to fran- 
chises. Even if the State law is less strin- 
gent, its mode of compliance will be differ- 
ent and require special forms and proce- 
dures.” 

H. & R. Block said (R. V, 633-4): ‘“‘Note 2 
to the proposed rule states that the rule is 
not intended to annul or exempt any 
franchisor from complying with the laws of 
any State or subdivision thereof regarding 
franchising. On behalf of Block, whose fran- 
chise operations are national in scope, we 
take strong exception to this aspect of the 
proposed rule in failing to preempt the nu- 
merous and often conflicting State statutes 
and regulations regarding franchising. It is 
the responsibility of the National Govern- 
ment to provide uniform and well-defined 
standards for matters such as franchising 
which are clearly national in concern. We 
strongly urge the Commission to reconsider 
the policy of the proposed rule toward pre- 
emption.” 

212 See, e.g., H. & R. Block and Avis, supra. 

213 See, e.g., Standard Oil of California, R. 
V, 2411. 

214See, e.g., International Franchise Asso- 
ciation, R. V, 2059-60. 
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conflicting requirements or the need 
for uniformity. Neither argument is 
applicable to the final version of the 
rule. First, this rule will not resuit in 
duplicate or conflicting requirements, 
even though it will result in require- 
ments for franchisors in addition to 
those which currently exist on the 
State or local level. There will be no 
conflicting set of regulations, however, 
because the rule will preempt conflict- 
ing and less stringent State and local 
laws. When State or local laws are pre- 
empted by the rule, the Federal law 
will take their place to the extent of 
the conflict. In so far as State or local 
laws are not preempted, there will be 
concurrent regulation, but with only 
one standard, which will be an amalga- 
mation of the Federal, State, and local 
laws. Since there will be only one 
standard, there will not be a duplicate 
or conflicting set of regulations for 
franchisors. 

The franchisors’ arguments for uni- 
formity raise perhaps better argu- 
ments in favor of Federal preemption. 
However, this uniformity already 
exists in large measure because the 
States which have legislation requir- 
ing disclosure by franchisors accept 
compliance with the Uniform Fran- 
chise Offering Circular (“UFOC’”’) as 
compliance with their respective laws. 
The Commission aiso will accept com- 
pliance with the UFOC as compliance 
in large part with this rule. 

For these reasons, the Commission 
believes that total preemption of State 
and local laws is not necessary for 
franchisors to comply with the appli- 
cable regulations. On the other hand, 
total preemption would adversely 
affect the ability of those State and 
local governments from effectively 
regulating franchise disclosure to 
insure fair dealings in connection with 
the sale of franchises. A number of 
States have adopted uniform regula- 
tions requiring certain disclosures by 
franchisors and it is very likely that 
more States will enact similar legisla- 
tion. If the Federal Trade Commission 
occupied this field, valuable State and 
local law enforcement would be lost. 
In the Commission’s view, the public 
interest will be served best in this in- 
stance by the coordinated efforts of 
the Federal Trade Commission and 
the States in concurrent regulation o 
franchisors. ; 

The Commission, therefore, con- 
cludes that total preemption under 
this rule does not best serve the public 
interest. Note 2 of the rule therefore 
provides that there is no inconsistency 
between the Commission’s rule and 
any State or local action which pro- 
vides the same or greater protection to 
prospective franchisees 

b. Preemption of State laws or local 
regulations which conflict with the 
Commission’s rule. Note 2 as set forth 
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in the revised proposed rule provided 
that the rule would supersede incon- 
sistent State laws or ordinances of 
State political subdivisions.2° Com- 
ments on the public record suggested 
that the language of the revised pro- 
posed rule was too extensive in that it 
appeared to preempt State laws which 
were more stringent and which result- 
ed in greater protection for prospec- 
tive franchisees. For example, the 
Pennsylvania Attorney General’s 
Office expressed the need for a rule 
which would allow States to give more 
protection to consumers.?'® 

None of the parties commenting on 
the proposed franchise rule suggested 
a rule which would result in preemp- 
tion of State or local law in the case of 
conflict without reference as to wheth- 
er such State or local law provides the 
same or greater consumer protection. 
As noted previously, the judicial prece- 
dent in this area indicates that the 
Commission may have the authority 
to promulgate such a rule. However, 
the Commission does not believe that 
such a rule is in the public interest in 
this instance. 

The Commission in providing for 
concurrent jurisdiction in this area be- 
lieves that the States should be able to 
enact legislation which will provide for 
greater protection for franchisees 
than that provided by the rule. Thus, 
the Commission has decided not to 
adopt the language of the revised pro- 
posed franchise rule. 

c. Preemption of conflicting State or 
local laws only when such laws do not 
provide as much protection to the 
Sranchisee. Based upon the record in 
this proceeding, the Commission has 
determined that the third alternative 
is best suited to serve the public inter- 
est. The franchise rule does not pre- 
empt State or local regulations which 
are consistent with this rule. More- 
over, the rights or remedies provided 
to consumers by State law, municipal 
ordinance, or other iocal regulation 
will not be annulled or diminished “if 
the protection is equal to or greater 
than” that provided by the rule. 

Prospective franchisees may obtain 
greater protection from State or local 
laws in the following ways. First, the 
State law or local regulation can reach 
beyond the scope of the Commissicn’s 
rule, requiring, for instance, franchi- 
sor disclosures which are additional to, 
but not in conflict with, those required 
by the rule.?‘?7 Second, provisions of 


215 App. C. The text of this version was as 
follows: “This rule will not be construed to 
annul, or exempt any franchisor from com- 
plying with, the laws of any State, or of the 
ordinances of political subdivisons thereof, 
regulating franchising except to the extent 
that such laws or ordinances are directly in- 
consistent with the provisions of the rule.” 

26This was the approach taken by the 
first proposed rule, Appendix B. 

27QOther examples are State registration 
of franchise offerings or criminal law provi- 
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State or local law may provide for 
greater protection to prospective 
franchisees even where such provi- 
sions technically ‘‘conflict’’ with those 
of the rule. 

Note 2 gives two examples of provi- 
sions of State or local law which might 
provide for greater protection for pros- 
pective franchisees and which, there- 
fore, would not be superseded by the 
rule, i.e., those which require more 
complete recordkeeping by the 
franchisor and those which require 
the disclosure of more information to 
the franchisee. While these are two 
important examples, they are not in- 
tended to limit in any way the kinds of 
situations in which State laws or loca! 
regulations may provide more protec- 
tion to consumers. Because the rule 
will allow State and local governments 
to enact new legislation or to modify 
their existing legislation, it would be 
difficult to anticipate the precise form 
which such State or local laws may 
take. ?'* 

The primary reason for the choice of 
a rule which creates a dual system of 
Federal and State regulation in the 
franchise area is the Commission’s 
desire to provide for maximum protec- 
tion to prospective franchisees. The 
Commission believes that it is possible 
for State and local governments to 
enact franchise measures which pro- 
vide for greater protection, either be- 
cause these governments are able to 
allocate greater resources to enforce- 
ment efforts in this area or because 
these governments might uncover 
problems and devise solutions which 
are unknown at this time. The Com- 
mission therefore finds that it is in the 
public interest to give State and local 
governmental authorities as much 
flexibility as is possible in franchise 
regulation without damaging the force 
and effect of the Commission rule. 

The Commission is aware that in 
providing for this kind of flexibility, it 
is also creating the possibility of dis- 
agreement regarding the effect of the 
Commission’s rule on State laws. For 
instance, State or local officials might 
interpret certain provisions of their 


sions. Thus, the States may be in a position 
to enforce their laws in ways that the Com- 
mission is not. 

218When some but not all provisions of 
State or local laws are inapplicable because 
they have been superseded by provisions of 
the rule, the remaining provisions, or por- 
tions of such provisions, which have not 
been superseded retain their full force and 
effect. The stated result is based upon es- 
tablished legal principles regarding the pre- 
emptive effect of Federal laws on State or 
local laws. The Commission believes it im- 
portant to emphasize that partial preemp- 
tion will not render the entirety of a State 
or local law null and void. It is vital to the 
concept of concurrent regulation that State 
and other local governments retain the abil- 
ity to enforce their laws to the extent these 
laws are not preempted. 
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laws as providing greater protection to 
consumers, although the Commission 
disagrees. The Commission, therefore, 
invites any State which proposes to 
enact legislation inconsistent with the 
rule to obtain from the Commission an 
interpretation of the effect of the 
Commission’s rule on such legislation 
before such legislation becomes effec- 
tive. This request for a Commission 
opinion is particularly appropriate 
since the Commission’s franchise rule 
has the full force and effect of Federal 
law and, except as the rule otherwise 
provides, supersedes inconsistent State 
and local laws. 

If the Commission finds that concur- 
rent jurisdiction in this area results in 
confusion, the Commission may find it 
necessary to amend this rule to pro- 
vide that State law which is in any 
way inconsistent with the rule is pre- 
empted, or that it is inapplicable to 
franchisors in compliance with the 
rule until the Commission has deter- 
mined pursuant to a State petition 
that inconsistent State law provides 
the same or greater protection to con- 
sumers.?!9 

The Commission is presently reluc- 
tant to adopt either of these courses, 
however, unless it appears that con- 
current jurisdiction with the States 
frustrates the effectiveness of .the 
rule. The Commission is hopeful that 
continued cooperation with the States 
in the dual regulation of franchisors 
will remain the best possible means of 
regulating franchisors for the maxi- 
mum protection of prospective 
franchisees. Such dual regulation can 
be seen both where franchisors fail to 
comply with the rule—in cases where 
State and local law remain in effect— 
and in the interrelationship of the 
provisions of the rule and those of 
State and local law which provide for 
equal or greater consumer protection. 


*°This latter situation is similar to the 
provisions of §§ 111 (b) and (c) of the Mag- 
nuson-Moss Warranty-Federal Trade Com- 
mission Improvement Act, Pub. L. 93-637, 
relating to warranties of consumer products. 
Provisions of State laws which come within 
the scope of certain provisions of that Act, 
but are not identical to those provisions, are 
not applicable to the warrantor who is in 
compliance with those sections of the Act 
unless the Commission has determined 
upon application from the State and pursu- 
ant to the provisions of §111 of that Act 
that the State laws provide more protection 
to consumers. If the Commission makes 
that determination, the State laws will ef- 
fectively be applicable for as long as the 
State continues to effectively enforce the 
provision of its law. A similar approach was 
also adopted in the Consumer Products 
Safety Act, 15 U.S.C. § 2074 (1972). In this 
regard, in commenting on the proposed rule, 
Dart Industries recommended preemption 
unless the Commission found after applica- 
tion to the Commission by the State, that 
the State law or regulation is as effective or 
more effective than the Commission’s rule 
protecting prospective franchisees, R. III, 
261. 
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2. Uniform Franchise Offering Cir- 
cular. On August 22, 1974, the Com- 
mission published for comment its re- 
vised proposed franchise disclosure 
rule (Appendix C). On August 24, 
1974, the Midwest Securities Commis- 
sioners Association ?° adopted its 
“final draft’ of the Uniform Franchise 
Offering Circular (“‘“UFOC’’).??' It was 
the intent of those States participat- 
ing that each accept filing on the 
UFOC form as satisfactory compliance 
with their various State franchise dis- 
closure laws. The UFOC form was de- 
veloped to bring together the best fea- 
tures of the disclosure laws and regu- 
lations of the various States that 
worked together to develop it. 

Subsequent to August 1974, Commis- 
sion staff and the members of the 
Midwest Securities Commissioners As- 
sociation met together over a course of 
months in an attempt to achieve fur- 
ther uniformity by conforming, inso- 
far as possible, the disclosure require- 
ments of the UFOC and those of the 
revised proposed rule. Following these 
meetings the Midwest Securities Com- 
missioners Association adopted a re- 
vised version of the UFOC.*” The re- 
vised UFOC, which became effective 
on September 2, 1975, is accepted in 
satisfaction of the disclosure require- 
ments of 14 States 2 which currently 
have franchise disclosure or registra- 
tion laws. 

The revised UFOC is not identical to 


the rule adopted herein, but is sub-- 


stantively similar in content. There 
are some differences in language on 
similar points.?** There are certain 
areas in which the UFOC requires 
more disclosure than the Commis- 
sion’s rule,?% and certain areas where 
the Commission’s rule requires more 


20°This organization is made up of the se- 
curities laws administrators from the States 
of Arkansas, Arizona, California, Colorado, 
Idaho, Illinois, Indiana, Iowa, Kansas, Ken- 
tucky, Michigan, Minnesota, Missouri, Ne- 
braska, New Mexico, North Dakota, Ohio, 
Oklahoma, Oregon, South Dakota, Texas, 
Utah, Washington, Wisconsin, and Wyo- 
ming. 

21The securities laws administrators of 
the various States were the most appropri- 
ate group to unite together to adopt a uni- 
form franchise disclosure form. This group 
also has devised a uniform securities regis- 
tration form. As the State administrators 
entrusted with enforcement of the various 
State franchise laws, they were the logical 
focus to attempt to achieve uniformity in 
franchise disclosure. 

222A copy of the revised version of the 
UFOC is appended hereto as app. A. 

23 California, Hawaii, Illinois, Indiana, 
Maryland, Michigan, Minnesota, Oregon, 
North Dakota, South Dakota, Washington, 
Wisconsin, Rhode Island, and Virginia. 

224 Compare § 436.1(a) (16) of the rule with 
par. (20) of the UFOC in app. A hereto. 

225 Compare the requirement in par. (3) of 
the UFOC that the litigation history of 
“predecessor” corporations be disclosed with 
§ 436.1(a) (4) of the rule. 


disclosure than the UFOC.?** Both for- 
mulations were adopted to achieve the 
same end result, although a slightly 
different format was used in each. 
Further, the Commission fully realizes 
that State and local enforcement of 
such provisions is an effective means 
of protecting consumers from unfair 
and deceptive business practices in the 
franchise area. 

The Commission has. thoroughly 
analyzed the UFOC in comparison to 
the rule. While, as noted above, the 
two are not identical in language, the 
disclosures required by comparable 
provisions are in many instances iden- 
tical.??7 In other instances, the UFOC 
provides for disclosures in addition to 
those required by the rule.”* The 
Commission does not consider those 
instances where the rule requires more 
disclosure than the UFOC to be a sig- 
nificant loss of information to prospec- 
tive franchisees since, viewed as a 
whole, the Commission finds compli- 
ance with the UFOC disclosures re- 
sults in protection to prospective 
franchisees equal to or greater than 
that provided by this rule.**9 

The consequence of that finding is 
as follows: In order to comply with the 
rule a franchisor is required to follow 
the specific format set forth (1) in the 
rule, or (2) in the UFOC as appended 
hereto.**° A franchisor is not permit- 
ted, however, to “pick and choose”’ be- 
tween the requirements of the two 
forms, since this would almost certain- 
ly result in less protection to the con- 
sumer. Further, the Commission’s de- 
cision to allow compliance with the 
rule through a form of filing proposed 
by the States is not to be interpreted 
as Commission deferral to State law 
enforcement.?*! 


226 See, e.g., § 436.1(a)(16)(ii) of the rule for 
which there is no specific UFOC counter- 
part. 

227In this regard such provisions therefore 
provide “protection equal to * * * that pro- 
vided by this rule’’ and are not preempted 
by its provisions. 

28Such provisions thus provide prospec- 
tive franchisees with “protection * * * great- 
er than that provided by this rule’ and are 
not therefore preempted. This is not to say 
that in no instance where additional disclo- 
sures are required would there ever be pre- 
emption. If, for example, the additional dis- 
closures were quite voluminous, this might 
frustrate the intent of the rule and thus not 
provide greater protection to consumers. 
This is not that case. 

29Thus, in effect, the Commission is 
hereby providing an “‘advance advisory opin- 
ion” as to the application of this Note to the 
UFOC. 

230 Note that many franchisors urged such 
a result. See, e.g., International Franchise 
Association, R. V, 2091-2. In the alternative, 
the Commission will consider applications 
from States concerning whether their 
format meets the requirements of Note 2. 

23! As stated supra, however, a franchisor 
will not be deemed to comply with the rule 
where it follows a UFOC format which ref- 

Footnotes continued on next page 
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The Commission is expressly provid- 
ing for concurrent jurisdiction be- 
tween the Commission and the States. 
In appropriate instances both State 
and Commission actions would be war- 
ranted against a particular franchisor. 
In other instances, one or the other 
would take the lead. In any event, the 
Commission’s acceptance of the UFOC 
form does not and is not intended to 
deprive it of its responsibility to deter- 
mine whether particular franchisors 
have complied with the rule.” 


CHAPTER VI.—SEVERABILITY, SECTION 
: 436.3 


Section 436.3 of the rule provides 
that in the event any particular provi- 
sion or part of any provision of the 
rule or its application is held invalid, 
such provision or part thereof shall be 
severed from the remaining valid pro- 
visions of the rule. As a result, the ap- 
plicability of the rule to persons in or 
affecting commerce is not intended to 
be affected by a judicial determination 
that any single provision (or part 
thereof) of the rule is invalid. The 
Commission believes the inclusion of 
_ such a severability clause to be impor- 
tant to the effective functioning of the 
rule and in the public interest. 


CHAPTER VII.—IMPLIED RIGHT OF 
PRIVATE ACTION 


The Commission believes that the 
courts should and will hold that any 


Footnotes continued from last page 
erences State or local law which does not 
result in equal or greater franchisee protec- 
tion than that provided by the rule. In 
other words, the Commission views compli- 
ance with the UFOC form as compliance 
with the rule—within the confines of the 
discussion within note 232, infra. The Com- 
mission will not accept as compliance, and 
the rule does not permit, franchisor conduct 
or disclosures which meet the requirements 
of State law that is inconsistent with the 
rule, in that it fails to provide for equal or 
greater protection. 

222>Tt should also be emphasized that the 
Commission's acceptance of the UFOC as an 
alternate form of compliance with the pro- 
visions of § 436.1(a) of the rule and, if earn- 
ings statements or forecasts are made, with 
§§ 436.1(b) and 436.1(c) does not apply to 
issues not addressed by the UFOC, but con- 
tained in the rule. Specifically, the follow- 
ing five requirements are not addressed by 
the UFOC and must be complied with even 
where the UFOC alternate is chosen: The 
“triggering mechanisms” governing the 
timing of the disclosure statements in 
§§ 436.1(a), 436.2(g), and 436.2(0), and the re- 
quirements of §§436.1(d), 436.1(e), and 
436.1(f). Thus, for example, franchisors are 
required to furnish prospective franchisees 
with the disclosure statement at the earlier 
of the first “personal meeting” or ‘‘time for 
making of disclosures” as required by the 
rule unless State law provides for greater 
protection since the UFOC contains no simi- 
lar “triggering concept.” Likewise, all per- 
sons defined as ‘‘franchisors” by the rule, 
even if they are exempted by various State 
laws, must furnish prospective franchisees 
with the disclosure statements as required 
by the rule. 
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person injured by a violation of this 
rule has a right of action against the 
violator, under the Federal Trade 
Commission Act, as amended, 15 
U.S.C. §§ 41-58 (1976), and this rule. 
The existence of such a right is neces- 
sary to protect the members of the 
class for whose benefit the statute was 
enacted and the rule is being promul- 
gated, is consistent with the legislative 
intent of the Congress in enacting the 
Federal Trade Commission Act, as 
amended, and is necessary to the en- 
forcement scheme established by the 
Congress in that Act and to the Com- 
mission’s own enforcement efforts. 


CHAPTER VIII.—EFFECTIVE DATE OF THE 
RULE 


The Commission has determined 
that this rule shall be effective as of 
July 21, 1979. The Commission be- 
lieves that this effective date will 
allow sufficient leadtime for franchi- 
sors, franchise brokers, and other per- 
sons affected by the rule to develop a 
means of compliance with its require- 
ments. 


APPENDIX A.—UNIFORM F'RANCHISE OFFERING 
CIRCULAR 


UNIFORM FRANCHISE REGISTRATION 
APPLICATION—INSTRUCTIONS 


The following instructions must be ad- 
hered to with respect to all applications for 
registration, registration renewal and 
amendment. 

1. Completion of Application: An applica- 
tion for registration of the offer or sale of 
franchises shall include the following, all of 
which shall be verified by means of the pre- 
scribed signature page: 

A. Facing page. 

B. Supplemental information page(s). 

C. Salesmen disclosure form for al! states 
except Washington. 

D. A copy of the proposed offering circu- 
lar. 

The following shall be attached to the ap- 
plication: 

A. A second copy of the proposed offering 
circular. 

B. A cross reference sheet showing the lo- 
cation in the franchise agreement of the in- 
formation required to be included in the ap- 
plication and in the offering circular. If any 
item calling for information is inapplicable 
or the answer thereto is in the negative and 
is omitted, a statement to that effect shall 
be made in the cross reference sheet. 

C. Two copies of any advertising to be 
used in connection with the offer or sale in 
this state of franchises. 

D. A consent to service of process. 

2. Definitions: A. ‘‘Predecessor,” for the 
purposes of the disclosure required by item 
1 in the body of the offering circular, is de- 
fined as follows: A “predecessor” of a 
franchisor is (i) a person the major portion 
of whose assets have been acquired directly 
or indirectly by the franchisor, or (ii) a 
person from whom the franchisor acquired 
directly or indirectly the major portion of 
its assets. 

B. “Franchise broker,” for the purposes of 
the disclosure required by the cover page 
and item 2 in the body of the offering circu- 
lar, is defined as follows: A ‘franchise 
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broker” is any. person engaged in the busi- 
ness of representing a franchisor or sub- 
franchisor in offering for sale or selling a 
franchise, except anyone whose identity and 
business experience is otherwise required to 
be disclosed at item 2 in the body of the of- 
fering circular. 

3. Disclosure: Each disclosure item should 
be either positively or negatively comment- 
ed upon by use of a statement which fully 
incorporates the information required by 
the item. 

4. Subfranchisors: When the person filing 
the application for registration is a sub- 
franchisor, the application shall also include 
the same information concerning the sub- 
franchisor as is required from the franchi- 
sor; the franchisor, as well as the sub- 
franchisor, shall execute a signature page. 

5. Signing of Application: The application 
shall be signed by an officer or general part- 
ner of the applicant; however, it may be 
signed by another person holding a power of 
attorney for such purposes from the appli- 
cant. If signed on behalf of the applicant 
pursuant to such power of attorney, the ap- 
plication shall include as an additional ex- 
hibit a copy of said power of attorney or a 
copy of the corporate resolution authorizing 
the attorney to act. 

6. Manually Signed Consent of Account- 
ant: All applications shall be accompanied 
by manually signed consent of the inde- 
pendent public accountant for the use of 
their audited financial statements as such 
statements appear in the offering circular. 

7. Application To Amend the Registration: 
An amendment to an application filed 
either before or after the effective date of 
registration shall contain only the informa- 
tion being amended identified by item 
number and shall be verified by means of 
the prescribed signature page. Each amend- 
ment shal! be accompanied by a facing page 
in the form prescribed on which the appli- 
cant shall indicate that the filing is an 
amendment and the number of the amend- 
ments, if more than one. 

8. Note: This Uniform Franchise Registra- 
tion Application is an alternative means of 
complying with the state franchise invest- 
ment laws. Because the Uniform Applica- 
tion form was designed to satisfy the varied 
requirements of a number of states, it may 
call for more information than any one 
state demands. Applicants should be aware 
that they may, if they wish, elect to file in 
each state the application form prescribed 
in that state, rather than the Uniform Ap- 
plication form. 


SALESMEN DISCLOSURE FORM 


1. As required by this State’s statute, list 
the persons who will engage in the offer or 
sale of franchises in this state and for each 
person list the following information: A. 
Name; B. Business address and telephone 
number; C. Home address and telephone 
number; D. Present employer; E. Present 
title; F. Social security number; G. Birth- 
date; and H. Employment or occupation 
during the past 5 years. For each such em- 
ployment state the name of the employer, 
position held and beginning and ending 
dates for each such employment. 

2. State whether any person identified in 
1. above: 

A. Has any administrative, civil or crimi- 
nal action pending against him alleging a 
violation of any franchise law, fraud, embez- 
zlement, fraudulent conversion, restraint of 
trade, unfair or deceptive practices, misap- 
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propriation of property or any comparable 
allegations? 
No —— 

B. Has during the 10 year period immedi- 
ately preceding the date of the offering cir- 
cular: 

(1) Been convicted of a felony or pleaded 
nolo contendere to a felony charge or been 
held liable in a civil action by final judg- 
ment if such felony or civil action involved a 
violation of afly franchise law, fraud, embez- 
zlement, fraudulent conversion, restraint of 
trade, unfair or deceptive practices, misap- 
propriation of property or any comparable 
violations of law? 


Yes —— 


No —— 


(2) Entered into or been named in any 
consent judgment,-decree, order or assur- 
ance under any federal or state franchise, 
securities, antitrust, monopoly, trade prac- 
tice, or trade regulation law? 


No —— 


(3) Been subject to any order of any na- 
tional securities association or national se- 
curities exchange (as defined in the Securi- 
ties and Exchange Act of 1934) suspending 
or expelling such person from membership 
in such association or exchange? 


No — 


C. With respect to each question above an- 
swered “Yes” state: (1) the name of each 
person or entity involved; (2) the court, 
agency, association or exchange involved; 
(3) a summary of the allegations; (4) if ap- 
plicable, the date of the conviction, judg- 
ment, decree, order or assurance; and (5) 
the penalty imposed, damages assessed and 
nature thereof, terms and conditions of the 
judgment, decree, order or assurance. 


Yes —— 


Yes —— 


Yes —— 


UNIFORM FRANCHISE REGISTRATION 
APPLICATION 


File No. ——_———— 


(Insert file number of previous filings of 
Applicant, if any) 


Fee 


(To be enclosed by Applicant at time 
application is initially filed) 


Date of application 
Application for (Check only one): 
Registration of an offer or sale of 
franchises 
——— Registration renewal statement or 
annual report 
Post-effective 
Pre-effective 
Amendment number ———— to applica- 
tion 
Filed under section 
Dated 
1. Name of Franchisor 
Name under which the Franchisor is doing 
or intends to do business 








2. Franchisor’s principal business address — 





Name and address of Franchisor’s agent in 
the State of (name of State) authorized to 
receive process 





3. Name, address and telephone number of 
subfranchisors, if any, for this State 
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4. Name, address and telephone number of 
person to whom communications regard- 
ing this application should be directed —— 





SUPPLEMENTAL INFORMATION 


1. List the following: 

A. The States in which this proposed reg- 
istration is effective. 

B. The States in which this proposed reg- 
istration is or will be shortly on file. 

C. The States, if any, which have refused, 
by order or otherwise, to register these fran- 
chises. 

D. The States, if any, which have revoked 
or suspended the right to offer these fran- 
chises. 

E. The States, if any, in which the pro- 
posed registration of these franchises has 
been withdrawn. 

2. With respect to ali franchises sought to 
be registered set forth, in budget form, the 
total projected financing required by 
franchisor to fulfill the franchisor’s obliga- 
tions to provide real estate, improvements, 
equipment, inventory, training and all other 
items included in the offering. Show sepa- 
rately the sources of all of the required 
funds including any proposed loans or con- 
tributions to capital. 


UNIFORM CONSENT TO SERVICE OF PROCESS 


Know All Men By These Presents: That the 
undersigned » 
corporation organized under the laws of 
the State of ———————-— (a partner- 
ship) (an individual) (other: 

.) for the purpose of 

complying with the laws of the State of 

——_—_—_—_——— relating to the registra- 

tion, exemption from registration or sale 

of franchises, hereby irrevocably appoints 
the (regulatory authority) 

, and the successors in 

such office, its attorney in the State of 

—— upon whom may be served 
any notice, process or pleading in any 
action or proceeding against it arising out 
of or in connectior with the sale of fran- 
chises, or out of violation of the aforesaid 
laws of said State; and the undersigned 
does hereby consent that any such action 
or proceeding against it may be com- 
menced in any court of competent juris- 
diction and proper venue within said State 
by service of process upon said officer 
with the same effect as if the undersigned 
was organized or created under the laws of 
said State and had lawfully been served 
with process in said State. ——————_—__— 
It is requested that a copy of any notice, 

process or pleading served hereunder be 

mailed to: 














(Name and Address) 





Dated:-—_—_—____—_, 19—.— 





Title 





the undersigned officer, 
peared 


personally ap- 





and 
known personally to me to be _ the 
President and 
tary, respectively, of the above named cor- 
poration, and that they, as such officers, 
being authorized so to do, executed the fore- 
going instrument for the purposes therein 
contained, by signing the name of the cor- 
poration by themselves as such officers. 
In witness whereof I have hereunto set 
my hand and official seal. 
Notary public 








(NOTARIAL SEAL) 
pires:———————— 
Individual or Partnership Acknowledgment 
State of 
County of. 
On this 
19——, before me, 


My Commission ex- 











the undersigned officer, 
peared 


personally ap- 





to me personally known and known to me to 
be the same person(s) whose name(s) is 
(are) signed to the foregoing instrument, 
and acknowledged the execution thereof for 
the uses and purposes therein set forth. 

In witness whereof I have hereunto set 
my hand and official seal. 


Notary public 
(NOTARIAL SEAL) 





My Commission expires: 
[SIGNATURE PAGE]——————_—_-— 


I certify under penalty of law that I have 
read this application and the exhibits at- 
tached hereto and incorporated herein by 
reference, and know the contents thereof 
and that the statements therein are true 
and correct. 


Executed at 





, 19——. 








(Signature(s) of Franchisor and/or 
Subfranchisor) 


(SEAL) 
By 
Title 


State of SS. 
County of SS. 

Personally appeared before me this ——— 
day of 19—— the above- —— 
named 
(and) 
to me known to be the person(s) who ex —— 
ecuted the foregoing application (as — 
and 























[SEAL] 
B 





y 
Title 





CORPORATE ACKNOWLEDGMENT 
State of SS. 
County of. SS. 
On this day of 
19——, before me (Name of notary) 








respectively, of the above-named applicant) 
and (each), being first duly sworn, stated 
upon oath that said application, and all ex- 
hibits submitted herewith, are true and cor- 
rect. 

(NOTARY’S SEAL) 
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REQUIREMENTS FOR PREPARATION OF A 
UNIFORM FRANCHISE OFFERING CIRCULAR 


Cover page: The outside front cover of the 
offering circular shall contain the following 
information: 

1. The title in boldface type: Franchise Of- 
fering Circular for Prospective Franchisees Re- 
quired by the State of (name of State). 

2. The name, type of business organiza- 
tion, principal business address and tele- 
phone number of the franchisor. 

3. If different than 2. above, the name, 
principal business address and telephone 
number of the subfranchisor or franchise 
broker offering in this State the herein de- 
scribed franchise. P 

4. Asample of the primary business trade- 
mark, logotype, trade name, or commercial 
label or symbol used by the franchisor for 


marketing its products or services and under - 


which the franchisee will conduct its busi- 
ness. (Place in upper left-hand corner of the 
cover page.) 

5. A brief description of the franchise to 
be offered. 

6. A summary of items 5 and 7 of the of- 
fering circular, to wit: Franchisee’s Initial 
Franchise Fee or Other Payment and 
Franchisee’s Initial Investment, respective- 
ly. (See page 4.) 

7. Effective Date: (Leave blank until noti- 
fied of effectiveness by State regulatory au- 
thority.) 

8. The following statement in boldface 
type: 


THIS OFFERING CIRCULAR IS PROVIDED 
FOR YOUR OWN PROTECTION AND CON- 
TAINS A SUMMARY ONLY OF CERTAIN MA- 
TERIAL PROVISIONS OF THE FRANCHISE 
AGREEMENT. THIS OFFERING CIRCULAR 
AND ALL CONTRACTS OR AGREEMENTS 
SHOULD BE READ CAREFULLY IN THEIR 
ENTIRETY FOR AN UNDERSTANDING OF 
ALL RIGHTS AND OBLIGATIONS OF BOTH 
THE FRANCHISOR AND THE FRANCHISEE. 

ALTHOUGH THESE FRANCHISES HAVE 
BEEN REGISTERED UNDER THE (NAME OF 
LAW) REGISTRATION DOES NOT CONSTI- 
TUTE APPROVAL, RECOMMENDATION OR 
ENDORSEMENT BY THE (STATE REGULA- 
TORY AUTHORITY) THAT THE INFORMA- 
TION PROVIDED HEREIN IS TRUE, COM- 
PLETE, ACCURATE AND NOT MISLEADING. A 
FALSE, INCOMPLETE, INACCURATE OR MIS- 
LEADING STATEMENT MAY CONSTITUTE A 
VIOLATION OF BOTH FEDERAL AND STATE 
LAW, AND SHOULD BE REPORTED TO BOTH 
THE FEDERAL TRADE COMMISSION, WASH- 
INGTON, D.C. 20580 AND (NAME AND AD- 
DRESS OF STATE REGULATORY AUTHORI- 
TY). 

(NAME OF LAW) MAKES IT UNLAWFUL TO 
OFFER OR SELL ANY FRANCHISE IN THIS 
STATE WHICH IS SUBJECT TO REGISTRA- 
TION WITHOUT FIRST PROVIDING TO THE 
PROSPECTIVE FRANCHISEE AT LEAST (RE- 
QUISTITE TIME) PRIOR TO THE EXECUTION 
BY THE PROSPECTIVE FRANCHISEE OF ANY 
BINDING FRANCHISE OR OTHER AGREE- 
MENT, OR AT LEAST (REQUISITE TIME) 
PRIOR TO THE PAYMENT OF ANY CONSID- 
ERATION BY THE FRANCHISEE, WHICH- 
EVER OCCURS FIRST, A COPY OF THE OF- 
FERING CIRCULAR, TOGETHER WITH A 
COPY OF ALL PROPOSED AGREEMENTS RE- 
LATING TO THE FRANCHISE. 


9. The name and address of the franchi- 
sor’s registered agent in this State author- 
ized to receive service of process. 
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10. The name and address of the sub- 
franchisor’s or franchise broker’s registered 
agent in this State authorized to receive 
service of process. 

Table of Contents: Include a table cf con- 
tents based on the requirements of this of- 
fering circular. 

Body of Offering Circular: The offering 
circular shall contain the following informa- 
tion clearly and concisely stated in narrative 
form: 

1. The Franchisor and Any Predecessors: 
Set forth in summary form: (The disclosure 
regarding predecessors need only cover the 
15 year period immediately preceding the 
close of franchisor’s most recent fiscal 
year.) 

A. The name of the franchisor and any 
predecessors thereto. 

B. The name under which the franchisor 
is currently doing or intends to do.business. 

C. The franchisor’s principal business ad- 
dress and the business address or addresses 
of any predecessors thereto. 

D. The business form of the franchisor 
whether corporate, partnership, or other- 
wise. 

E. A description of the franchisor’s busi- 
ness and the franchises to be offered in this 
State. 

F. The prior business experience of the 
franchisor and any predecessors thereto in- 
cluding: 

(1) The length of time the franchisor has 
conducted a business of the type to be oper- 
ated by the franchisee; 

(2) The length of time each predecessor 
conducted a business of the type to be oper- 
ated by the franchisee; 

(3) The length of time the franchisor has 
offered franchises for such business; 

(4) The length of time each predecessor 
offered franchises for such business; 

(5) Whether the franchisor has offered 
franchises in other lines of business, includ- 
ing: 

(a) a description of such other lines of 
business; 

(b) the number of franchises sold in each 
other line of business; 

(c) the length of time the franchisor has 
offered each such franchise; and 

(6) Whether each predecessor offered 
franchises in other lines of business, includ- 
ing: 

(a) a description of such other lines of 
business; 

(b) the number of franchises sold in each 
other line of business; and 

(c) the length of time each predecessor of- 
fered each such franchise. 

2. Identity and Business Experience of 
Persons Affiliated With the Franchisor; 
Franchise Brokers: List by name and posi- 
tion held the directors, trustees and/or gen- 
eral partners, as the case may be, the princi- 
pal officers (including the chief executive 
and chief operating officer, financial, fran- 
chise marketing, training and service offi- 
cers) and other executives or subfranchisors 
who will have management responsibility in 
connection with the operation of the 
franchisor’s business relating to the fran- 
chises offered by this offering circular and 
all franchise brokers. With regard to each 
person listed, state his principal occupations 
and employers during the past 5 years. 

3. Litigation: State whether the franchi- 
sor, any person or franchise broker identi- 
fied in 2. above: 

A. Has any administrative, criminal or ma- 
terial civil action (or a significant number of 
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civil actions irrespective of materiality) 
pending against him alleging a violation of 
any franchise law, fraud, embezzlement, 
fraudulent conversion, restraint of trade, 
unfair or deceptive practices, misappropria- 
tion of property or comparable allegations, 
If so, set forth the name of the person, the 
court or other forum, nature, and current 
status of any such pending action. Franchi- 
sor may include a summary opinion of coun- 
sel as to any such action, but only if a con- 
sent to use of such summary opinion is in- 
cluded as part of this offering circular. 

B. Has during the 10 year period immedi- 
ately preceding the date of the offering cir- 
cular been convicted of a felony or pleaded 
nolo contendere to a felony charge or been 
held liable in a civil action by final judg- 
ment or been the subject of a material com- 
plaint or other legal proceeding if such 
felony, civil action, complaint or other legal 
proceeding involved violation of any fran- 
chise law, fraud, embezzlement, fraudulent 
conversion, restraint of trade, unfair or de- 
ceptive practices, misappropriation of prop- 
erty or comparable allegations. If so, set 
forth the name of the person convicted, the 
court and date of conviction or person 
against whom judgment was entered, penal- 
ty or damages assessed in connection there- 
with and/or terms of settlement. 

C. Is subject to any currently effective in- 
junctive or restrictive order or decree relat- 
ing to the franchise or under any Federal, 
State or Canadian franchise, securities, anti- 
trust, trade regulation or trade practice law 
as a result of a concluded or pending action 
or proceeding brought by a public agency. If 
so, set forth the name of the person so sub- 
ject, the public agency and court, a sum- 
mary of the allegations or facts found by 
the agency or court and the date, nature, 
terms and conditions of the order or decree. 

4. Bankruptcy: State whether the franchi- 
sor or any predecessor, officer or general 
partner of the franchisor has during the 15 
year period immediately preceding the date 
of the offering circular been adjudged bank- 
rupt or reorganized due to insolvency or was 
a principal officer of any company or a gen- 
eral partner in any partnership that was ad- 
judged bankrupt or reorganized due to in- 
solvency during or within 1 year after the 
period that such officer or general partner 
of the franchisor held such position in such 
company or partnership, or whether any 
such bankruptcy or reorganization proceed- 
ing has been commenced. If so, set forth the 
name of the person or company adjudged 
bankrupt or reorganized or named in any 
such proceeding and the date thereof and 
any material facts or circumstances. 

5. Franchiser’s Initial Franchise Fee or 
Other Initial Payment: Describe in detail 
the following: 

A. The initial franchise fee or other initial 
payment for the franchise, if any, charged 
upon the signing of the franchise agree- 
ment, and whether payable in lump sum or 
installments. Set forth the manner in which 
the franchisor will use or apply such fran- 
chise fee or initial payment. State whether 
such fee or payment is refundable, and if so, 
under what conditions. 

B. If an identical initial franchise fee or 
other initial payment is not charged in con- 
nection with each franchise agreement, 
state the method or formula by which such 
fee or payment is determined. 

6. Other Fees: Describe in detail other re- 
curring or isolated fees or payments, includ- 
ing but not limited to royalties, service fees, 
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training fees, lease payments and advertis- 
ing fees and charges that the franchisee is 
required to pay to the franchisor or persons 
affiliated with the franchisor or which the 
franchisor or such affiliated person imposes 
or collects in whole or in part on behalf of a 
third party. Include, if applicable, the for- 
mula used to compute such other fees and 
payments. State whether any such fee or 
payment is refundable, and if so, under 
what conditions. 

7. Franchisee’s Initial Investment: De- 
scribe in detail the following expenditures 
(which may be estimated or described by a 
low-high range, if not known exactly), stat- 
ing for each to whom the payments are to 
be made, when such payments are to be de- 
termined, whether any payment is refunda- 
ble, and if so, under what conditions and, if 
any part of the franchisee’s initial invest- 
ment in the franchise will or may be fi- 
nanced, an estimate of the loan repayments, 
including interest: 

A. Real property, whether or not financed 
by contract, installment, purchase or lease, 
If neither estimable nor describable by a 
low-high range, describe the variable re- 
quirements, such as property, location and 
building size which make the real property 
expenditure neither estimable nor describ- 
able by a low-high range. 

B. Equipment, fixtures, other fixed assets, 
construction, remodeling, leasehold im- 
provements and decorating costs, whether 
or not financed by contract, installment 
purchases, lease or otherwise. 

C. Inventory required to commence oper- 
ation. 

D. Security deposits, other prepaid ex- 
penses and working capital required to com- 
mence operation. 

E. Any other payments which the franchi- 
see will be required to make in order to com- 
mence operations. 

Note.—The following statement shall be 
inserted in the offering circular at this 
point: 


THERE ARE NO OTHER DIRECT OR IN- 
DIRECT PAYMENTS IN CONJUNC- 
TION WITH THE PURCHASE OF THE 
FRANCHISE. 


8. Obligations of Franchisee To Purchase 
or Lease From Designated Sources: State 
any obligations of the franchisee or sub- 
franchisor, whether arising by terms of the 
franchise agreement or other device or prac- 
tice, to purchase or lease from the franchi- 
sor or his designees, goods, services, sup- 
plies, fixtures, equipment, inventory or real 
estate relating to the establishment or oper- 
ation of the franchise business. Regarding 
such obligations, state the following: 

A. The goods, services, supplies, fixtures, 
equipment, inventory or real estate required 
to be purchased or leased from the franchi- 
sor or his designees. 

B. Whether, and if so, the precise basis by 
which, the franchisor, its parent or persons 
affiliated with the franchisor will or may 
derive income based on or as a result of any 
such required purchases or leases. 

C. To the extent known or estimable by 
the franchisor, the magnitude of such re- 
quired purchases and leases in relation to 
all purchases and leases by the franchisee of 
goods and services which the franchisee will 
make or enter into (1) in the establishment 
and (2) in the operation of the franchise 
business. 

9. Obligations of Franchisee To Purchase 
or Lease in Accordance With Specifications 
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or From Approved Suppliers: State any obli- 
gations of the franchisee or subfranchisor, 
whether arising by terms of the franchise 
agreement or other device or practice, to 
purchase or lease in accordance with specifi- 
cations issued by the franchisor, or from 
suppliers approved by the franchisor, goods, 
services, supplies, fixtures, equipment, in- 
ventory or real estate relating to the estab- 
lishment or operation of the franchise busi- 
ness. Regarding such obligations, state the 
following: 

A. The goods, services, supplies, fixtures, 
equipment, inventory or real estate required 
to be purchased or leased in accordance 
with specifications or from suppliers ap- 
proved by the franchisor. 

B. The manner in which the franchisor 
issues and modifies specifications or grants 
and revokes approval to suppliers. 

C. Whether, and for what categories of 
goods and services, the franchisor or per- 
sons affiliated with the franchisor are ap- 
proved suppliers or the only approved sup- 
pliers. 

D. Whether, and if so, the precise basis by 
which, the franchisor, its parent or persons 
affiliated with the franchisor may derive 
income from purchases made from it or 
from other approved suppliers, if this is the 
case. 

10. Financing Arrangements: State the 
terms and conditions of any financing ar- 
rangements offered directly or indirectly by 
the franchisor, its agent or affiliated compa- 
ny, including: 

A. A description of any waiver of defenses 
or similar provisions in any note, contract or 
other instrument to be executed by the 
franchisee or subfranchisor. 

B. A statement of any past or present 
practice or of any intent of the franchisor 
to sell, assign, or discount to a third party, 
in whole or in part, any note, contract or 
other instrument executed by the franchi- 
see or subfranchisor. 

C. A description of any payments received 
by the franchisor from any person for the 
placement of financing with such person. 

11. Obligations of the Franchisor; Other 
Supervision, Assistance or Services: Where 
applicable, describe the following: 

A. The obligations to be met by the 
franchisor prior to the opening of the fran- 
chise business, citing by section and page 
the provisions of the franchise or related 
agreement requiring performance. 

B. Other supervision, assistance or serv- 
ices to be provided by the franchisor prior 
to the opening of the franchise business al- 
though franchisor is not bound by the fran- 
chise or any related agreement to provide 
the same. As part of this disclosure franchi- 
sor must disclose that he is not so bound. 

C. The obligations to be met by the 
franchisor during the operation of the fran- 
chise business, including, without limitation, 
the assistance to the franchisee in the oper- 
ation of his business. Cite by section and 
page the provisions of the franchise or re- 
lated agreement requiring performance. 

D. Other supervision, assistance or serv- 
ices to be provided by the franchisor during 
the operation of the franchise business al- 
though franchisor is not bound by the fran- 
chise or any related agreement to provide 
the same. As part of this disclosure franchi- 
sor must disclose that he is not so bound. 

E. The methods used by the franchisor to 
select the location for the franchisee’s busi- 
ness. 


F. The typical length of time between the 
signing of the franchise agreement or the 
first payment of any consideration for the 
franchise and the opening of the franchi- 
see’s business. 

G. The training program of the franchi- 
sor, including: 

(1) The location, duration and content of 
the training program; 

(2) When the training program is to be 
conducted; 

(3) The experience that the instructors 
have had with the franchisor; 

(4) Any charges to be made to the franchi- 
see and the extent to which the franchisee 
will be responsible for travel and living ex- 
penses of the person(s) who enroll in the 
training program; 

(5) If the training program is not manda- 
tory, the percentage of new franchisees that 
enrolled in the training program during the 
12 months immediately preceding the date 
of the offering circular; and 

(6) Whether any additional training pro- 
grams and/or refresher courses are availa- 
ble to the franchisee and whether the 
franchisee will be required to attend the 
same. 

12. Exclusive Area or Territory: Describe 
any exclusive area or territory granted the 
franchisee and with respect to such area or 
territory state whether: 

A. The franchisor has established or may 
establish another franchisee \4o will also 
be permitted to use the franchisor’s trade 
name or trademark. 

B. The franchisor has established or may 
establish a company-owned outlet using the 
franchisor’'s trade name or trademark. 

C. The franchisor or its parent or affiliate 
has established or may establish other fran- 
chises or company-owned outlets selling or 
leasing similar products or services under a 
different trade name or trademark. 

D. Continuation of the franchisee’s area 
or territorial exclusivity is dependent upon ~ 
achievement of a certain sales volume, 
market penetration or other contingency 
and under what circumstances the franchi- 
see’s area or territory may be altered. 

13. Trademarks, Service Marks, Trade 
Names, Logotypes, and Commercial Sym- 
bols: Describe any trademarks, service 
marks, trade names, logotypes or other com- 
mercial symbols to be licensed to the 
franchisee including the following: 

A. Whether the trademark, service mark, 
trade name, logotype or other commercial 
symbol is registered with the United States 
Patent Office and, if so, for each such regis- 
tration state the registration date and 
number and whether or not the registration 
is on the principal or supplemental register. 

B. Whether the trademark, service mark, 
trade name, logotype and other commercial 
symbol are registered in this State or the 
State in which the franchise business is to 
be located and the dates of such registra- 
tions. 

C. A description of any presently effective 
determinations of the Patent Office, the 
trademark administrator of this State or 
any court, any pending interference, opposi- 
tion or cancellation proceeding and any 
pending material litigation involving such 
trademarks, service marks, trade names, 
logotypes or other commercial symbols and 
which is relevant to their use in this State 
or the State in which the franchise business 
is to be located. 

D. A description of any agreements cur- 
rently in effect which significantly limit the 
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rights of the franchisor to use or license the 
use of such trademarks, service marks, trade 
names, logotypes or other commercial sym- 
bols in any manner material to the fran- 
chise. 

E. Whether the franchisor is obligated by 
the franchise agreement or otherwise to 
protect any or all rights which the franchi- 
see has to use such trademarks, service 
marks, trade names, logotypes or other com- 
mercial symbols and to protect the franchi- 
see against claims of infringement or unfair 
competition with respect to the same. 

F. Whether there are any infringing uses 
actually known to the franchisor which 
could materially affect the franchisee’s use 
of such trademarks, service marks, trade 
names, logotypes or other commercial sym- 
bols in this State or State in which the fran- 
chise business is to be located. 

14. Patents and Copyrights: If the franchi- 
sor owns any rights in or to any patents or 
copyrights which are material to the fran- 
chise, describe such patents and copyrights, 
their relationship to the franchise and the 
terms and conditions under which the 
franchisee may use them, including their 
duration, whether the franchisor can and 
intends to renew any copyrights, and, to the 
extent relevant, the information required 
by section 13 above with respect to such pat- 
ents and copyrights. 

15. Obligation of the Franchisee To Par- 
ticipate in the Actual Operation of the 
Franchise Business: State fully the obliga- 
tion of the franchisee or the subfranchisor, 
whether arising by terms of the franchise 
agreement or other device or practice, to 
participate personally in the direct oper- 
ation of the franchise business or whether 
the franchisor recommends participation in 
the same. 

16. Restrictions on Goods and Services Of- 
fered by Franchisee: State any restriction or 
condition imposed by the franchisor, wheth- 
er by terms of the franchise agreement or 
by other device or practice of the franchi- 
sor, whereby the franchisee is restricted as 
to the goods or services he may offer for 
sale, or limited in the customers to whom he 
may sell such goods or services. 

17. Renewal, Termination, Repurchase, 
Modification and Assignment of the Fran- 
chise Agreement and Related Information: 
With respect to the franchise and any relat- 
ed agreements state the following: 

A. The term and whether such term is af- 
fected by any agreement (including leases or 
subleases) other than the one from which 
such term arises. 

B. The conditions under which the 
franchisee may renew or extend. 

C. The conditions under which the 
franchisor may refuse to renew or extend. 

D. The conditions under which the 
franchisee may terminate. 

E. The conditions under which the 
franchisor may terminate. 

F. The obligations (including lease or sub- 
lease obligations) of the franchisee after 
termination of the franchise by the franchi- 
sor and the obligations of the franchisee 
(including lease or sublease obligations) 
after termination of the franchise by the 
franchisee or the expiration of the fran- 
chise. 

G. The franchisee’s interest upon termi- 
nation or refusal to renew or extend the 
franchise by the franchisor or by the 
franchisee. 

H. The conditions under which the 
franchisor may repurchase, whether by 
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right of first refusal or at the option of the 
franchisor. If the franchisor has the option 
to repurchase the franchise, state whether 
there will be an independent appraisal of 
the franchise, whether the repurchase price 
will be determined by a predetermined for- 
mula and whether there will be a recogni- 
tion of goodwill or other intangibles associ- 
ated therewith in the repurchase price to be 
given the franchisee. 

I. The conditions under which the 
franchisee or its owners may sell or assign 
all or an interest in the ownership of the 
franchise or of the franchisee or in the 
assets of the franchise business. 

J. The conditions under which the 
franchisor may sell or assign in whole or in 
part. 

K. The conditions 
franchisee may modify. 
L. The conditions 
franchisor may modify. 

M. The rights of the franchisee’s heirs or 
personal representative upon the death or 
incapacity of the franchisee. 

N. The provisions of any covenant not to 
compete. 

18. Arrangements With Public Figures: 
State the following: 

A. Any compensation or other benefit 
given or promised to a public figure arising, 
in whole or in part, from: 

(1) the use of the public figure in the 
name or symbol of the franchise, or 

(2) the endorsement or recommendation 
of the franchise by the public figure in ad- 
vertisements. 

B. Any right the franchisee may have to 
use the name of a public figure in his pro- 
motional efforts or advertising and any 
charges to be made to the franchisee in con- 
nection with such usage. 

C. The extent to which such public figure 
is involved in the actual management or 
control of the franchisor. 

D. The total investment of the public 
figure in the franchise operation. 

19. Actual Average, Projected or Forecast- 
ed Franchisee Sales, Profits or Earnings: 

A. If the franchisor discloses to prospec- 
tive franchisees the actual or average sales, 
profits or earnings of franchisees, an exact 
copy of the same shall be included in or as 
an exhibit to the offering circular. Such 
actual or average sales, profits or earnings 
shall contain the following legend in not 
less than 10-point boldface type: 


THESE SALES, PROFITS OR EARNINGS 
ARE (AVERAGES) OF (A) SPECIFIC 
FRANCHISE(S) AND SHOULD NOT BE CON- 
SIDERED AS THE ACTUAL OR POTENTIAL 
SALES, PROFITS OR EARNINGS THAT WILL 
BE REALIZED BY ANY OTHER FRANCHISE. 
THE FRANCHISOR DOES NOT REPRESENT 
THAT ANY FRANCHISEE CAN EXPECT TO 
ATTAIN THESE SALES, PROFITS OR EARN- 
INGS. 

B. Where projected or forecasted franchi- 
see sales, profits or earnings are proposed to 
be used, an exact copy of the same shall be 
included in or as an exhibit to the offering 
circular. Such projected or forecasted sales, 
profits or earnings shall contain the follow- 
ing legend in not less than 10-point boldface 
type: 

THESE PROJECTIONS (FORECASTS) OF 
SALES PROFITS OR EARNINGS ARE MERELY 
ESTIMATES AND SHOULD NOT BE CONSID- 
ERED AS THE ACTUAL OR POTENTIAL 
SALES, PROFITS OR EARNINGS THAT WILL 
BE REALIZED BY ANY SPECIFIC FRANCHI- 
SEE. THE FRANCHISOR DOES NOT REPRE- 
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SENT THAT ANY FRANCHISEE CAN EXPECT 
TO ATTAIN THESE SALES, PROFITS OR 
EARNINGS. 

C. With regard to Items 19. A. and B. 
above: 

(1) The basis and assumptions for such 
actual, average, projected or forecasted 
sales, profits or earnings must be disclosed 
in detail; 

(2) All actual, average, projected or fore- 
casted sales, profits or earnings must be for 
or based upon a substantial number of 
franchisees in a concurrent equal period of 
time; provided, however, that any such rep- 
resentation is accompanied by a clear and 
conspicuous disclosure of the percentage of 
the total number of franchisees who have 
achieved such results; and further provided 
that if the sales, profits or earnings repre- 
sented, projected or forecasted from were 
not made in the franchisor’s fiscal year im- 
mediately preceding the date of the repre- 
sentation, the time period in which they 
were. made must be clearly disclosed in im- 
mediate conjunction with such representa- 
tion and with the same conspicuousness; 

(3) All actual, average, projected or fore- 
casted sales, profits or earnings must be pre- 
pared in accordance with generally accepted 
accounting principles and the amounts rep- 
resented may not be in excess of sales, prof- 
its or earnings actually achieved by existing 
franchises; 

(4) If franchises have not been in oper- 
ation long enough to indicate what sales, 
profits or earnings may result, then the use 
of actual, average, projected or forecasted 
sales, profits or earnings is prohibited; 

(5) Franchise locations upon which actual, 
average, projected or forecasted sales, prof- 
its or earnings are based must be identified 
by address, number of years of operation, 
whether substantially similar to the fran- 
chises offered, whether owner managed, 
whether such franchises received any serv- 
ices not generally available to other fran- 
chises and whether such sales, profits or 
earnings have been audited; 

(6) All projections or forecasts of sales, 
profits or earnings shall include a statement 
of the extent to which such projections or 
forecasts relate to: 

(a) Franchises of a type substantially simi- 
lar to the franchises offered by this offering 
circular operating in the state where the 
franchise is to be located; 

(b) Franchises of a substantially similar 
type throughout the United States; 

(7) All projections and forecasts of sales, 
profits or earnings must include a break- 
even point insofar as sales and expenses and 
also must disclose other relevant financial 
ratios; and 

(8) Franchisor shall include a statement 
that substantiation of all actual, average, 
projected or forecasted sales, profits or 
earnings will be made available to prospec- 
tive franchisees upon reasonable demand. 

20. Information regarding Franchises of 
the Franchisor: State the following as of 
the close of franchisor’s most recent fiscal 
year: 

A. The total number of franchises, exclu- 
sive of company owned or operated distribu- 
tion outlets, of a type substantially similar 
to those offered herein and of that number, 
the number of such franchises which were 
operational as of the date of this offering 
circular. 

B. The number of franchises in this state, 
exclusive of company owned or operated dis- 
tribution outlets, of a type substantially 
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similar to those offered herein and of that 
number, the number of such franchises 
which were operational as of the date of 
this offering circular. 

C. The total number of franchises sub- 
stantially similar to those offered herein for 
which a business is not yet cperational al- 
though a franchise agreement has been 
signed. 

D. The number of franchises in this state 
substantially similar to those offered herein 
for which a business is not yet operational 
although a franchise agreement has been 
signed. 

E. The names, addresses and telephone 
numbers of all franchises under franchise 
agreements with the franchisor or its sub- 
franchisor which are located in the state 
where the proposed franchise is to be locat- 
ed. To the extent that there are fewer than 
10 such franchises located in said state, the 
list shall include at least the 10 such fran- 
chises which are most proximate to the lo- 
cation of the proposed franchise; and if 
fewer than 10 such franchises exist, the list 
shall identify all such franchises and in- 
clude a statement to that effect. 

In lieu of the above disclosure, franchisor 
may attach to the offering circular a list of 
the names, addresses and telephone num- 
bers of all its franchises under franchise 
agreements with the franchisor or its sub- 
franchisors. 

F. An estimate of the total number of 
franchises to be sold or granted during the 
one year period following the date of the of- 
fering cirucular. 

G. An estimate of the number of fran- 
chises to be sold or granted in this state 
during the one year period following the 
date of the offering circular. 

H. State the number of franchises in each 
of the following categories which within the 
three-year period immediately preceding 
the close of franchisor’s most recent fiscal 
year have: 

(1) been cancelled or terminated by the 
franchisor for: 

(a) failure to comply with quality control 
standards; and 

(b) other reasons; 

(2) not been renewed by the franchisor; 

(3) been reacquired through purchase by 
the franchisor; and 

(4) been otherwise reacquired by 
franchisor. 

21. Financial Statements: Financial state- 
ments shall be prepared in accordance with 
generally accepted accounting principles. 
Such financial statements shall be audited 
by an independent certified public account- 
ant or, if permitted by the franchise law of 
a particular state, an independent public ac- 
countant. Unaudited statements may be 
used for interim periods. 

A. The financial statements required to be 
filed by a franchisor shall include a balance 
sheet as of a date within 90 days prior to 
the date of the application and profit and 
loss statements for each of the three fiscal 
years preceding the date of the balance 
sheet and for the period, if any, between the 
close of the last of such fiscal years and the 
date of the balance sheet. The balance sheet 
as of a date within 90 days prior to the date 
of the application need not be audited. How- 
ever, if this balance sheet is not audited, 
there shall be filed in addition an audited 
balance sheet as of the end of the franchi- 
sor’s last fiscal year unless such last fiscal 
year ended within 90 days of the date of the 
application in which case there shall be 
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filed an audited balance sheet as of the end 
of the franchisor’s next preceeding fiscal 
year. The profit and loss statements shall be 
audited up to the date of the last audited 
balance sheet filed, if any. 

B. Controlling company statements: 
Where state law permits, in lieu of the dis- 
closure required by Item 21. A., complete fi- 
nancial statements of a company controlling 
the franchisor may be filed, but only if the 
unaudited financial statements of the 
franchisor are filed and the controlling com- 
pany absolutely and unconditionally guar- 
antees to assume the duties and obligations 
of the franchisor under the franchise agree- 
ment should the franchisor become unable 
to perform its duties and obligations. 

C. Consolidated and separate statements: 

(1) Where a franchisor owns, directly or 
beneficially, a controlling financial interest 
in any other corporation, the financial 
statements required to be filed should nor- 
mally reflect on a consolidated basis the fi- 
nancial condition of the franchisor and each 
of its subsidiaries. 

(2) A separate financial statement will 
normally be required for each substantial 
franchisor or subfranchisor related entity. 

(3) A company controlling 80% or more of 
a franchisor shall normally be required to 
file its financial statements. 

(4) Consolidated and separate financial 
statements shall be prepared in accordance 
with generally accepted accounting princi- 
ples. 

22. Contracts: Attach a copy of all fran- 
chise and other contracts or agreements 
proposed for use or in use in this state, in- 
cluding, without limitation, all lease agree- 
ments, option agreements, and purchase 
agreements. 

23. Acknowledgement of Receipt by Pros- 
pective Franchisee: The last page of each of- 
fering circular shall contain a detachable 
document acknowledging receipt of the of- 
fering circular by the prospective franchi- 
see. . 


APPENDIX B.—DISCLOSURE REQUIREMENTS 
AND PROHIBITIONS CONCERNING FRANCHISING 


(Original Proposed Rule) 


DISCLOSURE REQUIREMENTS AND PROHIBITIONS 
CONCERNING FRANCHISING 


Notice of public hearing and opportunity to 
submit data, views, or arguments re- 
garding proposed trade regulation rule. 


Notice is hereby given that the Federal 
Trade Commission, pursuant to the Federal 
Trade Commission Act, as amended, 15 
U.S.C. 41 et seq., the provisions of part 1, 
subpart B of the Commission’s procedures 
and rules of practice, 16 CFR 1.11, et seq., 
and section 553 of the Administrative Proce- 
dure Act, has initiated a proceeding for the 
promulgation of a trade regulation rule con- 
cerning franchising. 

Accordingly, the Commission proposes the 
following trade regulation rule: 

In connection with the advertising, offer- 
ing, contracting, sale, or other promotion of 
any franchise in commerce, as “commerce” 
is defined in the Federal Trade Commission 
Act, it is an unfair method of competition 
and an unfair or deceptive act or practice 
within the meaning of section 5 of that Act: 

(a) to fail to furnish any prospective 
franchisee with all of the following informa- 
tion, in a clear, permanent, and straightfor- 
ward form, at the time when contact is first 
established between such _ prospective 


franchisee and the franchisor or its repre- 
sentative: 

(1) The trade name(s) or trademark(s) 
under which the franchisor and the pros- 
pective franchisee will be doing business; 
the official name(s) and address(es) and 
principal place(s) of business of the franchi- 
sor, the parent firm or holding company of 
the franchisor, if any, all affiliated compa- 
nies that will engage in business with the 
franchisees, and all companies which 
employ the franchise salesmen (if they are 
not employed by the franchisor itself). 

(2) A factual description of the franchise 
offered or to be sold. 

(3) The business experience stated individ- 
ually, of each of the franchisor’s directors, 
stockholders owning more than 10 percent 
of the stock, and the chief executive officers 
for the past 10 years; and biographical data 
concerning all such persons. 

(4) The business experience of the 
franchisor, including the length of time the 
franchisor has conducted a business of the 
type to be operated by the franchisee; has 
granted franchises for such business; and 
has granted franchises in other lines of 
business. 

(5) Where such is the case, a statement 
that the franchisor or any of its directors, 
stockholders owning more than 10 percent 
of the stock, or chief executive officers: 

(a) Has been held liable in a civil action, 
convicted of a felony, or pleaded nolo con- 
tendere to a felony charge, in any case in- 
volving fraud, embezzlement, fraudulent 
conversion, or misappropriation of property; 
or 

(b) Is subject to any currently effective in- 
junctive or restrictive order or ruling relat- 
ing to business activity as a result of action 
by any public agency or department; or 

(c) Has filed bankruptcy or been associat- 
ed with management of any company that 
has been involved in bankruptcy or reorga- 
nization proceedings; or 

(d). Is or has been a party to any cause of 
action brought by franchisees against the 
franchisor. 


Such statement shall set forth the identity 
and location of the court, date of conviction 
or judgment, any penalty imposed or dam- 
ages assessed, and the date, nature, and 
issuer of each such order or ruling. 

(6) The financial history of the franchi- 
sor, including balance sheets and profit and 
loss statements for the most recent 5-year 
period; and a statement of any material 
changes in the financial condition of the 
franchisor since the date of such financial 
statements. 

(7) A description of the franchise fee; and 
a statement indicating whether all or part 
of the franchise fee may be returned to the 
franchisee and the conditions under which 
the fee will be refunded. 

(8) The formula by which the amount of 
such franchise fee is determined if the fee is 
not the same in all cases. 

(9) A statement of the number of fran- 
chises presently operating and the number 
proposed to be sold, indicating which exist- 
ing franchises, if any, are company owned 
and their addresses. 

(10) A statement of the number of fran- 
chises, if any, that operated at a loss during 
the previous year. 

(11) A statement that the prospective 
franchisee may inspect the profit and loss 
statements of all existing franchisees. (The 
names and addresses of the franchisees may 
be deleted from these profit and loss state- 
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ments, which must be provided to any pros- 
pective franchisee requesting to inspect 
them.) 

(12) A statement whether, by the terms of 
the franchise agreement or by other device 
or practice, the franchise is required to pur- 
chase or lease from the franchisor or affili- 
ated persons or their designee, services, sup- 
plies, products, signs, fixtures, or equipment 
relating to the establishment or operation 
of the franchise business. 

(13) A statement describing any payments 
or fees other than franchise fees that the 
franchisee is required to pay to the franchi- 
sor or affiliated persons, including royalties 
and payments, fees, or markups on land, 
buildings, leases, signs, equipment, or sup- 
plies, and the average total amount of all 
such fees paid by all franchisees in oper- 
ation during the preceding year, expressed 
both as a dollar amount and as a percentage 
of gross sales of such average franchisee. If 
no franchisee has been in operation for the 
past year, this fact must be stated, and an 
estimate must be disclosed, computed in ac- 
cordance with accepted accounting princi- 
ples, of the maximum anticipated percent- 
age figure. 

(14) A statement of the amount and basis 
for any revenue received by the franchisor 
from suppliers to its franchisees during the 
past 12 months. 

(15) A statement of the conditions under 
which the franchise agreement may be ter- 
minated or renewal refused, or repurchased 
at the option of the franchisor, and a state- 
ment of the number of franchisees that fell 
into each of these categories during the past 
12 months. 

(16) A statement of the conditions and 
terms under which the franchisor allows 
the franchisee to sell, lease, assign, or other- 
wise transfer his franchise, or any interest 
therein. 

(17) A statement whether, by the terms of 
the franchise agreement or other device or 
practice, the franchisee is limited in the 
goods or services he may offer for sale. 

(18) A statement whether the franchisor 
requires the franchisee to participate per- 
sonally in the direct operation of the fran- 
chise. 

(19) A statement of the terms and condi- 
tions of any financing arrangements offered 
directly or indirectly by the franchisor or 
affiliated persons, and a description of any 
payments received by the franchisor from 
any person for the placement of financing 
with such person. 

(20) A list of at least 10 representative op- 
erating franchisees with addresses and tele- 
phone numbers, similarly situated to the 
franchise offered and located in the same 
geographic area, if possible. 

(21) A statement of the territorial protec- 
tion granted by the franchisor, in which the 
franchisor will not establish another 
franchisee who is permitted to use the same 
trade name or trademark; in which the 
franchisor will not establish a company- 
owned outlet using the same trade name or 
trademark; and in which the franchisor or 
its parent will not establish other franchises 
or company-owned outlets selling or leasing 
similar products or services under a differ- 
ent trade name or trademark. 

(22) If the franchisor uses the name of a 
“public figure,” a statement of the promo- 
tional assistance the ‘“‘public figure” is com- 
mitted to provide to the franchisor for the 
next year and the promotional assistance 
that the “public figure” will provide specifi- 
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cally to the new franchisee, and a descrip- 
tion of any fees or conditions attendant 
upon such assistance. 

(23) A statement of the number of persons 
who have signed franchise agreements for 
whom a site has not yet been agreed upon 
by both franchisor and franchisee. 

(24) A statement of the average length of 
time between the signing of a franchise 
agreement and the opening of the franchi- 
see’s outlet. 

(25) A statement of the average length of 
service of personnel who are responsible for 
assisting the franchisee at his location, and 
the average number of hours such person- 
nel spent during the past year with each 
franchisee that was in business for less than 
1 year. 

(26) If the franchisor informs the prospec- 
tive franchisee that it intends to provide 
him with training, the franchiscr must state 
the number of hours of instruction and fur- 
nish the prospective franchisee with a brief 
biography of the instructors who will con- 
duct the training. 

(27) A statement explaining clearly the 
terms and effects of any covenant not to 
compete which a franchisee may be re- 
quired to enter into. 

All of the foregoing information (1) to 
(27) is to be contained in a single disclosure 
statement, which shall not contain any pro- 
motional claims or other information not re- 
quired by this rule or required by State law. 
The statement shall carry a distinctive and 
conspicuous cover sheet with the following 
notice (and no other) imprinted thereon in 
boldface type of not less than 10-point size: 


Information for Prospective Franchisees 
Required by Federal Trade Commission 


This information is provided for your own 
protection. It is in your best interest to 
study it carefully before making any com- 
mitment. If you do sign a contract, you may 
cancel it, and obtain a full refund of any 
money paid, for any reason within 10 busi- 
ness days after either signing such contract 
or receiving this disclosure statement, 
whichever occurs later. Details appear on 
the contract itself. 

The information contained herein has not 
been reviewed or approved by the Federal 
Trade Commission, but any misrepresenta- 
tion constitutes a violation of Federal law. 
If you feel you have been misled, you 
should contact the Federal Trade Commis- 
sion in Washington, or the FTC Regional 
Office nearest you. 

(b) To fail to furnish the Commission, no 
later than December 31 of each year, copies 
of all disclosure statements or other materi- 
als used at any time during the preceding 12 
months to provide to prospective franchi- 
sees the information specified in paragraph 
(a) of this rule. 

(c) (1) To make any oral or written repre- 
sentation of a prospective franchisee’s po- 
tential income or gross or net profits not 
based upon the actual average figures for all 
franchisees not owned or operated by the 
franchisor or an affiliate thereof in oper- 
ation during the entire preceding 12-month 
period, and not disclosing clearly and con- 
spicuously immediately adjacent to any 
such representation that “representations 
are based on the average earnings or profits 
of all independent franchisees in operation 
during the past year. These figures should 
not be considered as accurate representa- 
tions of potential earnings or profits of any 
specific franchisee;” or, 
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(2) Where no independently owned and 
operated franchisees have been in operation 
during the entire preceding 12-month 
period, to make any representation of po- 
tential income or gross or net profits with- 
out a clear and conspicuous disclosure im- 
mediately adjacent to any such representa- 
tion that ‘all representations of potential 
earnings or profits are merely estimates; no 
franchisee has been in operation long 
enough to indicate what, if any, actual earn- 
ings or profits may result,” or, in any case, 
to make any such representation not based 
upon sound accounting practices. 

(d) (1) To make any claim in any advertis- 
ing, promotional material, or disclosure 
statement, or in any ora! sales presentation, 
solicitation, or discussion between a franchi- 
sor’s representatives and _ prospective 
franchisees, for which the franchisor does 
not have substantiation in its possession, 
which substantiation shall be made availa- 
ble to prospective franchisees or the Com- 
mission or its staff upon demand. This pro- 
vision applies, but is not limited, to state- 
ments concerning the experience or qualifi- 
cations, or lack of experience or qualifica- 
tions, needed for success as a franchisee. 

(2) To make any claim in any advertising 
or promotional material, or in any oral sales 
presentation, solicitation, or discussion be- 
tween a franchisor’s representatives and 
prospective franchisees, which (directly or 
by implication) contradicts or exceeds any 
of the statements required to be disclosed 
by paragraph (2) of this rule. 

(e) To fail to include immediately above 
and on the same page as the franchisee’s 
signature line of any contract establishing 
or confirming a franchise agreement, the 
following statement in boldface print at 
least 50 percent larger than any other print 
in the body of such contract, or in boldface 
print of a contrasting color: 

Notice 

You are entitled to certain important informa- 
tion concerning this transaction entitled, “Infor- 
mation for Prospective Franchisees Required by 
Federal Trade Commission.” It is in your best in- 
terest to demand and study such information. 
You may cancel this contract for any reason 
within 10 business days after either signing this 
contract or receiving the required information, 
whichever occurs later. 


If you do choose to cancel, you will be en- 
titled to receive a full refund within 10 busi- 
ness days after franchisor receives notice of 
your cancellation. You may use any reason- 
able method to notify franchisor of your 
cancellation within the grace period. For 
your own protection you may wish to use 
certified mail with return receipt requested, 
or a telegram, either of which should be 
sent to the address below. (Franchisor wiil 
insert here the address and telephone 
number to which such notices should be 
sent.) 

(f) To fail to cancel any contract for 
which a notice of cancellation was sent by 
any reasonable means within 10 business 
days after either the contract’s execution, 
or the franchisee’s receipt of all required in- 
formation, whichever occurs later, or to fail 
to refund any money paid by franchisee 
within 10 business days after the date of re- 
ceipt of such notice of cancellation. 

(g) To fail to furnish the prospective 
franchisee, upon request at any time and, in 
the absence of any request, before consum- 
mation of any agreement, with a copy of the 
franchise agreement proposed to be used. 
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th) To take, accept, or negotiate any 
promissory note or other instrument of in- 
debtedness which contains: 

(1) Any waiver of rights or remedies which 
the franchisee may have against the 
franchisor or other holder of the instru- 
ment, or other person acting in his behalf; 
or 

(2) Any provision by which the franchisee 
agrees not to assert against a franchisor a 
claim or defense arising out of the transac- 
tion or agrees not to assert against an as- 
signee such a claim or defense. 


This provision (h) shail apply to any trans- 
action in which the franchisor or any of its 
agents or representatives took any part 
whatsoever, including, but not by way of 
limitation, the actual negotiation of such in- 
strument, or any referral to or arrangement 
with any other person with whom a franchi- 
see negotiates such instrument, but does not 
apply to any transaction entered into be- 
tween a franchisee and another person 
wholly free of any involvement by the 
franchisor or its agents or representatives. 
(i) To fail to have inscribed upon the face 
of any note or other instrument of indebt- 
edness falling within the scope of the pre- 
ceding paragraph (f) of this rule, in 10-point 
boldface type, the following statement: 


Notice 


Any holder of this instrument takes this instru- 
ment subject to all defenses and claims of the 
maker hereof which would be available to the 
maker in any action arising out of the transac- 
tion which gave rise to the execution of this in- 
strument, notwithstanding any agreement to the 
contrary. 


Note I. This rule does not deal with the 
question of whether any practice dealt with 
herein may be improper as contributing to 
unlawful restraints of trade connected with 
the enforcement of the antitrust laws or the 
Federal Trade Commission Act, and a provi- 
sion for disclosure of a given fact should not 
be construed as a condonation or approval 
thereof, nor as an indication that the Com- 
mission will not take whatever action may 
be appropriate to the enforcement of those 
laws. Nor is it intended to abrogate or super- 
sede any State laws imposing the same or 
more stringent requirements than those 
contained herein. 

Note II. The franchisor will be held liable 
for violations caused by the franchisor’s 
sales representatives, such as by a repre- 
sentative’s failure to furnish prospective 
franchisees with the required disclosure 
statement, or by a representative’s oral 
statements and representations in violation 
of paragraphs (c) and (d) of this rule. 

Definitions. As used in this rule, the fol- 
lowing shall apply: 

(a) “Franchise” means every aspect of the 
relationship between a franchisor and a 
franchisee by an oral or written agreement 
or understanding, or series of agreements or 
understandings, or transactions which in- 
voive or result in a continuing commercial 
relationship by which a franchisee is grant- 
ed or permitted to offer, sell, or distribute 
the goods or commodities manufactured, 
processed, or distributed by the franchisor, 
or the right to offer or sell services estab- 
lished, organized, directed, or approved by 
the franchisor, under circumstances where 
the franchisor continues to exert any con- 
trol over the method of operation of the 
franchisee, particularly, but not exclusively, 
through trademark, trade name or service 
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mark licensing, or structural or physical 
layout of the franchisee’s business; 4 

(b) “Person” means any individual, group, 
association, limited or general partnership, 
corporation, or any other business entity; 

(c) “Franchisor” means any person grant- 
ing or offering to grant franchises, including 
subfranchises, and includes a franchisee dis- 
posing of a franchise, or any part thereof, 
for his own account (In connection with the 
sale of a franchise or any part thereof by a 
franchisee for his own account, the selling 
franchisee’s franchisor shall be deemed the 
franchisor and the selling franchisee shall 
be deemed the franchisor’s representative.); 

(d) “Franchisee” means any person to 
whom a franchise is granted; 

(e) “Prospective franchisee’ means any 
person who approaches, or is approached 
by, a franchisor or its agent or representa- 
tive for the purpose of investigating the 
prospect of establishing a franchise between 
such person and such franchisor; 

(f) “Time when contact is first estab- 
lished’”’ means the earlier of the time when 

(1) A direct personal meeting first occurs 
between a franchisor or its agent or repre- 
sentative and a prospective franchisee, or 

(2) Any document or promotional litera- 
ture is distributed to a prospective franchi- 
see; 

(g) “Business day” means any day other 
than Saturday, Sunday, or the following 
holidays: New Year’s Day, Washington’s 
Birthday, Memorial Day, Independence 
Day, Labor Day, Columbus Day, Veterans 
Day, Thanksgiving, and Christmas. 

All interested persons, including the con- 
suming public, are hereby notified that they 
may file written data, views, or arguments 
concerning the proposed rule with the As- 
sistant Director for Division of Rules and 
Guides, Federal Trade Commission, Wash- 
ington, D.C. 20580, not later than February 
7, 1972. To the extent practicable, persons 
wishing to file written presentations in 
excess of two pages should submit 20 copies. 

All interested persons are also given 
notice of opportunity to orally present data, 
views, or arguments with respect to the pro- 
posed rule at a public hearing to be held 
commencing at 10 a.m., e.s.t., each day, Feb- 
ruary 14, 15, and 16, 1972, in Room 532 of 
the Federal Trade Commission Building, 
Pennsylvania Avenue and Sixth Street NW., 
Washington, D.C. 

Any person desiring to orally present his 
views at the hearing should so inform the 
Assistant Director for Rules and Guides not 
later than February 7, 1972, and state the 
estimated time required for his oral presen- 
tation. Reasonable limitations upon the 
length of time allotted to any person may 
be imposed. In addition, all parties desiring 
to deliver a prepared statement at the hear- 
ing should file such statement with the As- 
sistant Director for Rules and Guides on or 
before February 7, 1972. 

The data, views, or arguments presented 
with respect to the practices in question will 
be available for examination by interested 
parties in Room 130 of the Division of Legal 
and Public Records, Federal Trade Commis- 
sion, Washington, D.C., and will be consid- 
ered by the Commission in the establish- 
ment of a trade regulation rule. 

All persons, firms, corporations, or others 
engaged in franchising, or in the financing 
of franchise transactions, in commerce, as 
“commerce” is defined in the Federal Trade 
Commission Act, may be subject to the re- 


quirements of any trade regulation rule pro- 
mulgated in the course of this proceeding. 

All interested persons, including the gen- 
eral public, are urged to express their ap- 
proval or disapproval of the proposed rule, 
or to recommend revisions thereof, and to 
give a full statement of their views in con- 
nection therewith. 

Comments are invited with respect to any 
aspect of this proposed rule, but the Com- 
mission invites comment particularly with 
respect to the following aspects: 

i. The proposed definition of ‘“franchi- 
sor,” and the possible need for exceptions or 
exemptions from this definition. 

2. The proposed disclosures of financial 
history, and the possible need for greater 
specificity with regard to the manner of 
compliance with subparagraphs (6) and (11) 
of paragraph (a) of the proposed rule. 

3. The extent to which, and the manner in 
which, the rule should abrogate or super- 
sede State laws which impose similar obliga- 
tions upon franchisors. (See note I.) 


Issued: November 10, 1971. 
By the Commission. 


CHARLES A. TOBIN, 
Secretary. 


APPENDIX C.—DISCLOSURE REQUIREMENTS 
AND PROHIBITIONS CONCERNING FRANCHISING 


(Revised Proposed Rule) 


DISCLOSURE REQUIREMENTS AND PROHIBITIONS 
CONCERNING FRANCHISING 


Notice of opportunity to submit data, views, 
or arguments regarding a revised pro- 
posed trade regulation rule. 


The Federal Trade Commission, pursuant 
to the Federal Trade Commission Act, as 
amended, 15 U.S.C. 41 et seq., and the provi- 
sions of part I, subpart B of the Commis- 
sion’s procedures and rules of practice, 16 
CFR 1.11 et seq., published in the FEDERAL 
REGISTER On November 11, 1971, a proposed 
trade regulation rule concerning franchising 

4636 FR 21607). Written comments thereon 
by interested parties were received and 12 
days of public hearings were held in Wash- 
ington, D.C., February 14, 1972, through 
March 1, 1972. 

Notice is hereby given that the Federal 
Trade Commission, having considered the 
record produced thereby, issues the follow- 
ing revised proposed rule pursuant to the 
above cited authority and under section 553 
of subchapter II, chapter 5, title 5, United 
States Code (Administrative Procedure), 
and invites interested parties to submit writ- 
ten comment, data, views, or arguments. 


Sec. 
436.1 The Rule 
436.2 Definitions 


AuTHoRITY: 38 Stat. 717, as amended (15 
U.S.C. 41-58). 


§ 436.1 The Rule. 


In connection with the advertising, offer- 
ing, contracting, sale, or other promotion of 
any franchise in commerce, as “commerce” 
is defined in the Federal Trade Commission 
Act, it is an unfair method of competition 
and an unfair or deceptive act or practice 
within the meaning of section 5 of that Act: 

(a) To fail to furnish any prospective 
franchisee with the following information 
in a legible, written document, at the earlier 
of the time (1) when the first personal 
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meeting for the purpose of discussing the 
possible sale of a franchise occurs between 
such prospective franchisee and the franchi- 
sor or its sales representative; or (2) at least 
15 business days prior to the execution by 
the prospective franchisee of any franchise 
agreement or any other binding obligation, 
or the payment by the prospective franchi- 
see of any consideration in connection with 
the sale or proposed sale of a franchise: 

(1) (a) The trade name(s) or trademark(s) 
under which the franchisor and the pros- 
pective franchisee will be doing business; (b) 
the official name(s) and address(es) and 
principal place(s) of business of the franchi- 
sor, the parent firm or holding company of 
franchisor, if any, and (c) all persons the 
franchisee is required or is suggested to do 
business with by the franchisor which has a 
substantial connection with the franchisor. 

(2) The business experience stated individ- 
ually of each of the franchisor’s directors 
and chief executive officers including the 
biographical data concerning all such per- 
sons; except, however, that the information 
required by this subparagraph need not be 
disclosed where the franchisor is a listed 
company on a national stock exchange, al- 
though such fact shali be disclosed. 

(3) The business experience of the 
franchisor, including the length of time the 
franchisor has conducted a business of the 
type to be operated by the franchisee; has 
granted franchises for such business; and 
has granted franchises in other lines of 
business. 

(4) A certified balance sheet for the most 
recent year, a certified profit and loss state- 
ment for the most recent 3-year period; and 
a statement of any material changes in the 
financial soundness of the franchisor since 
the date of such financial statements. 

(5) Where such is the case, a statement 
that the franchisor or any of its current di- 
rectors or chief executive officers: 

(a) Has been held liable in a civil action by 
final judgment, convicted of a felony or pled 
nolo contendere to a felony charge if such 
felony or civil action involved fraud, embez- 
zlement, fraudulent conversion, or misap- 
propriation of property for the most recent 
7-year period. 

(b) Is subject to any currently effective 
State or Federal agency injunctive or re- 
strictive order relating to or affecting fran- 
chise activities or the franchisor/franchisee 
relationship. 

(c) Has filed in bankruptcy or has been as- 
sociated as a director or chief executive offi- 
cer of any company that has filed bankrupt- 
cy or reorganization proceedings for the 
most recent 7-year period. 

(d) Has been a party to any cause of 
action brought by franchisees against the 
franchisor for the most recent 7-year period 
which resulted either in an out of court set- 
tlement or a judgment against the franchi- 
sor. 

(e) Is presently a party to any cause of 
action brought by a franchisee against the 
franchisor. 


Such statement shall set forth the identity 
and location of the court, date of conviction 
or judgment, and penalty imposed or dam- 
ages assessed, and the date, nature, and 
issuer of each such order or ruling. 

(6) A factual description of the franchise 
offered to be sold. 

(7) (a) A statement of the total funds 
which must be paid by the franchisee to the 


franchisor or to a person having a substan-.- 


tial connection with the franchisor, in order 
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to obtain or commence the franchise oper- 
ation, such as deposits, downpayments, and 
fees. 

(b) If all or part of these fees or deposits 
are returnable under certain conditions, 
these conditions should be set forth; and if 
not returnable such fact so disclosed. 

(8) A statement describing the recurring 
fees required to be paid, in connection with 
carrying on the franchise business, by the 
franchisee to the franchisor or to persons 
having a substantial connection with the 
franchisor, including but not limited to roy- 
alty, lease, advertising, training, and sign 
rental fees. 

(9) A statement disclosing (a) the number 
of franchises and company-owned outlets 
operating at the end of the last calendar 
year, and (6b) the names and addresses of 
the 10 franchises or company-owned outlets 
nearest the prospective franchisee’s intend- 
ed location, indicating which units are com- 
pany-owned outlets. 

(10) A statement describing any real 
estate, services, supplies, products, signs, 
fixtures, or equipment relating to the estab- 
lishment or the operation of the franchise 
business which the franchisee is required to 
purchase, lease, or rent directly or indirectly 
from the franchisor or persons having sub- 
stantial connection with the franchisor. 

(11) A description of the basis and the 
amount of any revenue or other considera- 
tion to be received by the franchisor, or per- 
sons having a substantial connection with 
the franchisor, from suppliers to the pros- 
pective franchisee in consideration for 
goods or services required or suggested to be 
purchased by the franchisee. 

(12) (a) A statement of the terms and con- 
ditions of any financing arrangement of- 
fered directly or indirectly by the franchisor 
or any person having a substantial connec- 
tion with the franchisor, and 

(6b) A description of any payments re- 
ceived by the franchisor from any person 
for the placement of financing with such 
person. 

(13) A statement whether, by the terms of 
the franchise agreement or other device or 
practice, the franchisee is limited in the 
goods or services he may offer for sale, or 
limited in the customers to whom he may 
sell such goods or services. 

(14) A statement of the extent to which 
the franchisor requires the franchisee to 
participate personally in the direct oper- 
ation of the franchise. 

(15) A statement disclosing: 

(a) The conditions and terms under which 
the franchisor allows the franchisee to sell, 
lease, assign, or otherwise transfer his fran- 
chise, or any interest therein, and 

(b) The amount of consideration which 
must be paid to the franchisor for such sale, 
lease, assignment cr transfer, if any. 

(16) A statement disclosing: 

(a) The conditions under which the fran- 
chise agreement may be terminated by the 
franchisor, renewal may be refused, or the 
franchise may be repurchased by the 
franchisor at its option; 

(6) The number, stated for such category, 
of franchises which were terminated, renew- 
al refused, or repurchased during the pre- 
ceding calendar year and a complete expla- 
nation thereof; and 

(c) The conditions under which the fran- 
chise agreement may be terminated by the 
franchisee and the number of franchises 
voluntarily terminated by franchisees 
during the preceding calendar year. 
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(17) If site selection is involved, a state- 
ment disclosing the range of time that has 
elapsed in the preceding calendar year, be- 
tween signing of a franchise agreement and 
site selection. If, in addition, operating units 
are to be provided, a statement disclosing 
the range of time that has elapsed in the 
preceding calendar year between the signing 
of the franchise agreement and opening of 
the franchise outlet. 

(18) If the franchisor offers a training 
program or informs the prospective franchi- 
see that it intends to provide him with 
training, the franchisor must specify the 
specific type and nature of the training, the 
number of hours or days of instruction, and 
the cost to the franchisee, if any. 

(19) If a franchisor uses the name of a 
“public figure’”’ in connection with the rec- 
ommendation of the franchise or as a part 
of the name of the franchise operation, a 
statement disclosing: (a) The nature and 
extent of the public figure’s involvement 
and obligations to the franchisor, including 
but not limited to the promotional assist- 
ance the public figure will provide to the 
franchisor and to the franchisee; (06) the 
total investment of the public figure in the 
franchise operation; and (c) the amount of 
any fees the franchisee will be obligated to 
pay for such involvement and assistance 
provided by the public figure. 

(20) A statement explaining clearly the 
terms and conditions of any covenant not to 
compete which a franchisee may be re- 
quired to enter into. 

All of the foregoing information (1) to 
(20) is to be contained in a single disclosure 
statement, which shall not contain any pro- 
motional claims or other information not re- 
quired by this rule or required by State law. 
This does not preclude franchisors from 
giving explanatory data in separate litera- 
ture so long as such explanatory data are 
not inconsistent with the disclosure state- 
ment required by this rule. This disclosure 
statement shall carry a distinctive and con- 
spicuous cover sheet with the following 
notice (and no other) imprinted thereon in 
boldface type of not less than 10-point size: 


Information for Prospective Franchisees 
Required by Federal Trade Commission 


This information is provided for your own pro- 
tection. It is in your best interest to study it care- 
fully before making any commitment. 

The information contained herein has not been 
reviewed or approved by the Federal Trade Com- 
mission. A false, inaccurate or incomplete state- 
ment may constiiute a violation of Federal law, 
and should be reported to the Federal Trade 
Commission, Washington, D.C. 20580. 

(b) To make any oral or written represen- 
tation of a prospective franchisee’s potential 
sales, income, gross or net profit unless: 

(1) Such sales, income, or profits are rea- 
sonably likely to be achieved by the person 
to whom the representation is made; 

(2) The basis and assumptions for such 
representation are set forth in detail; 

(3) Such representation and the underly- 
ing data have been prepared in accordance 
with generally accepted accounting princi- 
ples; 

(4) In immediate conjunction therewith, 
the following statement is clearly and con- 
spicuously disclosed: 

“There is no assurance that income and profit 
projections will be attained by any specific 
franchisee. They are merely estimates.”; and 

(5) The amounts represented are not in 
excess of sales, income, or profits actually 
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achieved by existing franchises. If fran- 
chises have not been in operation long 
enough to indicate what sales, income, or 
profits may result, then representations of 
such to a prospective franchisee are prohib- 
ited. 

(c) To make any representation with re- 
spect to sales, income, or profits made by 
franchises, unless such sales, income, or 
profit amounts are reasonably likely to be 
achieved by the person to whom the repre- 
sentation is made. 

(d) (1) To make any claim with repect to 
past or potential sales, profits, or earnings 
in any advertising, promotional material, or 
discussion between a franchisor’s repre- 
sentatives and prospective franchisees, for 
which the franchisor does not have substan- 
tiation in its possession, which substantia- 
tion shall be made available to prospective 
franchisees or the Commission or its staff 
upon demand. 

(2) To make any claim or representation 
in advertising or promotional material, or in 
any oral sales presentation, solicitation, or 
discussion between a franchisor’s repre- 
sentatives and prospective franchisees, 
which is inconsistent with the information 
required to be disclosed by this rule. 

(e) To fail to furnish the prospective 
franchisee with a copy of the completed 
franchise agreement proposed to be used at 
least 15 business days prior to the date the 
agreement is to be consummated. 

(f) To fail to return the funds or deposits 
in accordance with the conditions stated 
pursuant to subparagraph (a)(7)(b) of this 
rule. 

(g) To fail to furnish the prospective 
franchisee with a copy of the Federal Trade 
Commission’s publication entitled “FTC 
Buyer’s Guide No. 4—Franchise Business 
Risks” at the earlier of the time: (1) When 
the first personal meeting for the purpose 
of discussing the possible sale of a franchise 
occurs between such prospective franchisee 
and the franchisor or its sales representa- 
tive; or (2) at least 15 business days prior to 
the execution by the prospective franchisee 
of any franchise agreement or any other 
binding obligation, or the payment by the 
prospective franchisee of any consideration 
in connection with the sale or proposed sale 
of a franchise. (A limited number of said 
publications may be obtained from the 
Commission; printing or reproduction of 
said publication, however, shall be at the 
franchisor’s expense.) 

Note 1. This rule does not deal with the 
question of whether any practice dealt with 
herein may be improper as contributing to 
unlawful restraints of trade connected with 
the enforcement of the antitrust laws or the 
Federal Trade Commission Act, and a provi- 
sion for disclosure of a given fact should not 
be construed as a condonation or approval 
thereof, nor as an indication that the Com- 
mission will not take whatever action may 
be appropriate to the enforcement of those 
laws. 

Note 2. This rule will not be construed to 
annul or exempt any franchisor from com- 
plying with the laws of any State, or the or- 
dinances of any political subdivision there- 
of, regulating franchising except to the 
extent that such laws or ordinances are di- 
rectly inconsistent with the provisions of 
this rule, 
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§ 436.2 Definitions. [First alternative paragraph 
(a)-Defn. (a)-1.] ; 

As used in this part, the following shall 
apply: 

(a) The term “franchise” means any con- 
tinuing commercial relationship created by 
written agreement or understanding where: 

(1) (a) The franchisee is granted the right 
or is permitted to offer, sell, or distribute 
goods or commodities manufactured, proc- 
essed, or distributed by the franchisor; or 

(b) The franchisee is granted the right or 
is permitted to offer or sell services estab- 
lished, organized, approved, or directed by 
the franchisor, and 

(2) The franchisor directly or impliedly 
represents either orally or in writing, that it 
will more than nominally assist the franchi- 
see in the latter’s organization, promotional 
activities, management, marketing plan, 
method of operation, or other business af- 
fairs; or 

(3) The operation of franchisee’s business 


is substantially associated with the franchi- 


sor’s trademark, service mark, trade name, 
advertising, or other commercial symbol 
designating the franchisor. 

(4) Except, however, the term “franchise” 
shall not be deemed to include any continu- 
ing commercial relationship where: 

(a) The relationship involes solely licens- 
ing the use of a trademark or service mark: 
or 

(6) The relationship constitutes a frac- 
tional franchise; or 

(c) The relationship involves nothing 
more than that of employer/employee or 
business partner; [or] 

{(d) The commercial relationship created 
requires a payment or commitment of 
$3,000 or less to the franchisor, or a person 
having a substantial connection with the 
franchisor, by the franchisee before or 
within six (6) months of commencing oper- 
ation.] 


§ 436.2 Definitions. [Second alternative para- 
graph (a)-Defn. (a)-2.] 

(a) The term “franchise” means any con- 
tinuing commercial relationship created by 
written agreement or understanding where: 

(1)(a) The franchisee is granted the right 
or is permitted to offer, sell, or distribute 
goods or commodities manufactured, proc- 
essed, or distributed by the franchisor; or 

(b) The franchisee is granted the right or 
is permitted to offer or sell services estab- 
lished, organized, approved, or directed by 
the franchisor; and 

(2) The franchisor continues to or has the 
authority to exert [a substantial degree of] 
control over the franchisee’s method of op- 
eration, including but not limited to the 
franchisee’s business organization, promo- 
tional activities, management, marketing 
plan, or business affairs; [and] 

{(3) The commercial relationship created 
requires a payment or commitment of 
$3,000 or more to the franchisor, or a person 
having a substantial connection with the 
franchisor, by the franchisee before or 
within six (6) months of commencing oper- 
ation.] 

Except, however, the term “franchise” 
shall not be deemed to include any continu- 
ing commercial relationship where: 

(a) The relationship involves solely licens- 
ing the use of a trademark or service mark; 
or 

(b) The relationship constitutes a frac- 
tional franchise; or 


(c) The relationship involves nothing 
more than that of employer/employee or 
business partner. 

(b) “Area franchise’ means any contract 
or agreement between a franchisor and sub- 
franchisor whereby the subfranchisor is 
granted the right, for a consideration given 
in whole or in part for such right, to sell or 
negotiate the sale of franchises in the name 
of or on behalf of the franchisor. Where 
used in this rule “franchise” includes “area 
franchise.” 

(c) “Person” means any individual, group, 
association, limited or general partnership, 
corporation, or any other business entity. 

(d) “Franchisor” means any person grant- 
ing or offering to grant franchises, including 
subfranchises. 

(e) “Subfranchisor” means any person to 
whom an area franchise is granted. 

(f) “Franchisee” means any person to 
whom a franchise is granted. 

(g) “Prospective franchisee” means any 
person who approaches, or is approached 
by, a franchisor or its agent or representa- 
tive for the purpose of investigating the 
prospect of establishing a franchise between 
such person and such franchisor. 

(h) “Business day’ means any day other 
than Saturday, Sunday, or the following 
holidays: New Year’s Day, Washington’s 
Birthday, Memorial Day, Independence 
Day, Labor Day, Columbus Day, Veterans’ 
Day, Thanksgiving, and Christmas. 

(i) The term “fractional franchise” means 
a franchise where the prospective franchi- 
see has been in the type of business repre- 
sented by the franchise for more than 2 
years, and the franchise is not anticipated 
by the parties to be a predominant part of 
the prospective franchisee’s business in 
terms of the number of goods or services to 
be sold or distributed by the franchisee. 

(j) The term “substantial connection” 
means a close business relationship in terms 
of ownership, management, contract, or 
working arrangement. 


Interested persons are hereby invited to file 
written data, views, or arguments concern- 
ing the revised proposed rule addressed to: 
Assistant Director, Division of Marketing 
Practices, Bureau of Consumer Protection, 
Federal Trade Commission, Pennsylvania 
Avenue and Sixth Street NW., Washington, 
D.C. 20580, on or before November 20, 1974. 
Such persons are urged to express approval 
or disapproval of the revised ‘proposed rule 
or to recommend further modification, and 
to make statements as fully as they wish. 
The data, views, arguments, and comments 
received concerning the revised proposed 
rule will be available for examination during 
regular business hours in the Division of 
Legal and Public Records, Room 130, Feder- 
al Trade Commission, Washington, D.C. All 
such statements will be considered by the 
Commission before final action is taken re- 
garding the revised proposed rule. Com- 
ments are invited with respect to any aspect 
of this revised proposed rule, but the Com- 
mission invites comment particularly with 
respect to the following: 

1. The alternative definitions of “fran- 
chise” proposed. Issues of particular inter- 
est to the Commission with respect to the 
definition are: 

(A) Whether ‘franchise’ should be de- 
fined in terms of the type of representations 
made or in terms of the amount of control 
exercised by the franchisor; that is, the al- 
ternative (a)-1 approach vs. the alternative 
(a)-2 approach; 
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(B) If the Commission adopts a definition 
based on the control concept, whet the 
amount of control required should be, i.e., 
“any control,” “substantial control,” or 
other formulations; 

(C) The exclusions to the definition in- 
cluding whether or not there should be a 
minimum dollar amount before a relation- 
ship should be considered a franchise rela- 
tionship. 

2. The proposed disclosures of financial 
history set out in subparagraph (a4); par- 
ticularly as it relates to firms publicly regis- 
tered with a stock exchange. 

3. The proposed method and limitations 
on how income, profits and sales projections 
may be made to the prospective franchisee 
by the franchisor as set out in paragraphs 
(b), (c), and (d)(1). 

4. The proposal for disclosing rebates and 
kickbacks received by the franchisor as con- 
tained in subparagraph (a)(11). 

5. The proposed method of disclosing the 
recurring fees which must be paid to 
franchisors by franchisees as set out in sub- 
paragraph (a)(8). 

Issued: August 22, 1974. 

By the Commission. 


Vircinta M. HARDING, 
Acting Secretary. 


PROPOSED GUIDES TO THE FRANCHISING 
AND BUSINESS OPPORTUNITY VEN- 
TURES TRADE REGULATION RULE 


A. The Federal Trade Commission’s 
Trade Regulation Rule on Franchising 
and Business Opportunity Ventures 
(the ““Rule’’): 

1. Introduction. 

2. Transactions covered by the Rule: 

a. “Package” or ‘‘Business Format” 
Franchises. 

b. “Product” Franchises. 

c. “Business Opportunity Ventures.” 

d. Exemptions and Exclusions: 

(i) Fractional Franchises. 

(ii) Leased Departments. 

(iii) Minimal Investments. 

(iv) Oral Agreements. 

(v) Employer-Employee and General 
Partner Relationships. 

(vi) Cooperative Associations. 

(vii) Certification or Testing Serv- 
ices. 

(viii) “Single” Trademark Licenses. 

3. Persons Who Are Required To 
Comply With the Rule. 

4. Format of Disclosures. 

5. When Disclosures Must Be Made: 

a. The Franchise Prospectus. 

b. “Point-of-Sales” Earnings Claims 
Document. 

c. Media Claims Disclosure Docu- 
ment. 

d. Franchise Agreement and Related 
Agreements. 

6. Miscellaneous Definitions—‘‘Mate- 
rial” and ‘Affiliated Person”’: 

a. “Material.” 

b. “Affiliated Person.” 

B. The Franchise Disclosure State- 
ment—§ 436.1(a): 

1. Identifying Information as to the 
Franchisor—§ 436.1(a)(1). 
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2. Business Experience of the 
Franchisor’s Directors and Executive 
Officers—§ 436.1(a)(2). 

3. Business Experience of the 
Franchisor—§ 436.1(a)(3). 

4. Litigation History—§ 436.1(a)(4): 

a. Criminal litigation. 

b. Civil litigation. 

c. Administrative-type proceedings. 

5. Bankruptcy History—§ 436.1(a)(5). 

6. Description of the Franchise— 
§ 436.1(a)(6). 

7. Initial Funds Required To Be Paid 
by a Franchisee—§ 436.1(a)(7). 

8. Recurring Funds Required To Be 
Paid by a Franchisee—§ 436.1(a)(8). 

9. Affiliated Persons the Franchisee 
Is Required or Advised To Do Business 
With by the Franchisor—§ 436.1(a)(9). 

10. Obligations To  Purchase— 
§ 436.1(a)(10). 

11. Revenues Received -by the 
Franchisor in Consideration of Pur- 
chases by a Franchisee—§ 436.1(a)(11). 

TZ. Financing Arrangements— 
§ 436.1(a)(12). 

13. Restriction of Sales—§ 436.1 
(a)(13). 

14. Personal Participation Required 
of the Franchisee in the Operation of 
the Franchise—§ 436.1(a)(14). 

15. Termination, Cancellation, and 
Renewal of the Franchise—§ 436.1 
(a)(15). 

16. Statistical Information Concern- 
ing the Number of Franchises (and 
Company-Owned Outlets)-§ 436.1(a) 
(16). 

17. Site Selection—§ 436.1(a)(17). 

18. Training Programs— 
§ 436.1(a)(18). 

19. Public Figure Involvement in the 
Franchise—§ 436.1(a)(19). 

20. Financial Information— 
§ 436.1(a)(20). 

C. Claims About Franchise Sales, 
Income, or Profits: 

1. Requirements and Prohibitions 
Concerning Forecasts of a Prospective 
Franchisee’s Sales, Income, or Prof- 
its—§ 436.1 (b) and (d): 

a. Scope of § 436.1(b): Types of Rep- 
resentations Covered. 

b. Substantive Requirements: Rea- 
sonable Basis, Substantiation, and Ge- 
ographic Relevance: 

(i) The Reasonable Basis Require- 
ment. 

(ii) 
ment. 

diii) Geographic Relevance Require- 
ment. , 

c. Disclosure Document. 

2. Requirements and Prohibitions 
Concerning Representations of Sales, 
Income, or Profit of Existing Fran- 
chises Made to a Prospective Franchi- 
see—§ 436.1 (c) and (d): 

a. Scope of § 436.1(c): Types of Rep- 
resentations Covered. 

b. Substantive Requirements: Rea- 
sonable Basis, Substantiation, Geo- 


The Substantiation Require- 
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graphic Relevance, and Accounting 
Principles: 

(i) The Reasonable Basis and Sub- 
stantiation Requirements. 

(ii) Geographic Relevance. 

(iii) Accounting Principles. 

c. Disclosure Document. 

3. Representations of Franchise 
Sales, Income, or Profits Made in the 
Media—§ 436.1(e): 

a. Types of Representations Covered 
by Paragraph (e). 

b. Substantive Requirements: Rea- 
sonable Basis, Substantiation, and Ac- 
counting Principles: 

(i) The Reasonable Basis and Sub- 
stantiation Requirements. 

(ii) Accounting Principles. 

c. Advertising Disclosures. 

d. Disclosure Document. 

D. Preemption: 

1. General Rule. 

2. Uniform Franchise Offering Cir- 
cular: 

a. Requirements of the Rule Where 
There Is No Effective State Registra- 
tion in Any State. 

b. Obligations Where the UFOC 
Format Is Used and Where There Is 
an Effective State Registration: 

(i) Offerings in States Where Regis- 
tered. 

(ii) Offerings in States Where Not 
Registered. 

c. Requirements in All Cases Where 
the UFOC Format Is Used for Disclo- 
sures. 

3. Preemption in General. 

A. The Federal Trade Commission’s 
Trade Regulation Rule on Franchising 
and Business Opportunity Ventures 
(the “Rule’’). 1. Introduction. The rule 
declares that it is an unfair or decep- 
tive act or practice for a franchisor or 
a franchise broker to fail to give a 
prospective franchisee, prior to enter- 
ing into a franchise relationship, a dis- 
closure document containing material 
information about the franchisor, the 
franchise business, and the terms of 
the franchise agreement. The rule also 
prohibits franchisors and franchise 
brokers from making any representa- 
tions about actual or potential sales, 
income, or profits of existing or pros- 
pective outlets unless these represen- 
tations meet certain criteria and are 
set forth in a disclosure document 
which contains the basis for the claim. 
In addition, franchisors are required 
to return funds or deposits as stated in 
the franchise and other related agree- 
ments. 

These guides are interpretive guides, 
intended to help franchisors under- 
stand their compliance obligations, 
and they do not amend or modify the 
requirements of the rule. They are 
being published now as “proposed 
guidelines.” Anyone wishing to com- 
ment on any aspect of the proposed 
guidelines is invited to do so. Com- 
ments should be sent to the Federai 
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Trade Commission, Sixth and Pennsyl- 
vania Avenue NW., Washington, D.C. 
20580, Attn: John M. Tifford, before 
February 20, 1979. It is expected that 
final guidelines will be published prior 
to the effective date of the rule. 

2. Transactions Covered by the Rule. 
The rule declares certain acts or prac- 
tices to be unlawful when used in con- 
nection with “the advertising, offer- 
ing, licensing, sale, or other promotion 
* * * of any franchise.” As further 
defined in § 436.2(k), the term “sale of 
a franchise’ includes any contract or 
agreement whereby a person obtains a 
franchise, or an interest in a franchise, 
for value through a purchase, license, 
or any other means of acquisition. 
Where there is no interruption in the 
operation of the franchisee’s business, 
a renewal or extension of an existing 
franchise agreement is not a “sale” 
within the definition, and is not in- 
cluded in the rule. However, where the 
renewed or extended franchise agree- 
ment contains material changes from 
the existing agreement, the renewal or 
extension is a “sale” which triggers 
the rule’s requirements. 

The term “franchise” is defined in 
§ 436.2(a). Generally, any “continuing 
commercial relationship” that meets 
the definitional criteria is a ‘fran- 
chise” for the purposes of the rule. 
The name that parties apply to their 
relationship does not control whether 
or not a relationship is, for the pur- 
poses of the rule, a “‘franchise”; for ex- 
ample, a relationship may be charac- 
terized as a distributorship or dealer- 
ship and yet be within the definition. 
On the other hand, the fact that a re- 
lationship may be termed a “fran- 
chise’”’ does not make it so unless it in 
fact meets the definitional criteria. As 
made clear by the introductory para- 
graph to § 436.1 and § 436.2(a)(5), how- 
ever, the rule also includes relation- 
ships which are represented (either 
orally or in writing) as meeting the 
definitional criteria. If the parties rea- 
sonably understood from the represen- 
tations made at the time they entered 
into the relationship, that it would 
have the characteristics specified in 
the rule’s definition of “franchise,” 
the subsequent relationship is subject 
to the rule. For example, if the pro- 
moter portrays a business opportunity 
he is offering as one with the charac- 
teristics of a franchise as defined in 
the rule (e.g., significant assistance, 
trademark association, etc.), the re- 
sulting relationship is a franchise re- 
gardless of whether those promises are 
kept. 

To be a “franchise” subject to the 
rule, the relationship must be both 
“continuing” and “commercial.” The 
rule does not apply to relationships 
which are not entered into for profit, 
or which do not involve a course of 
dealing over a period of time. Nor does 
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it apply to relationships in which the 
distinctive characteristics of franchis- 
ing, as set out in the definition, are 
not expected to be present on a con- 
tinuing basis. The rule therefore 
would not apply in a situation where a 
producer temporarily exercises signifi- 
cant control over a distributor of its 
products in response to unusual cir- 
cumstances (e.g., financial difficulties, 
etc.). 

In determining whether a relation- 
ship is a franchise, the entire course of 
dealing between the two parties must 
be considered. The arrangement need 
not be formalized in a ‘franchise 
agreement,” but may be contained in a 
number of written agreements and 
oral understandings. The substance, 
rather than the form, of the relation- 
ship is what must be considered. 

In general, the rule covers three 
“types” of franchises: (1) ‘‘Package” or 
“business format’ franchises; (2) 
“product” franchises; and (3) ‘“‘busi- 
ness opportunity ventures’”’. 

a. “Package” or “Business Format” 
Franchises. The first type of franchise 
included in the definition is the ‘“‘pack- 
age” or “business format’ franchise. 
This type of franchise is described in 
three elements: 

(1) The franchisee sells goods or 
services which meet the franchisor’s 
quality standards, and does business 
under the ffranchisor’s trademark 
(§ 436.2 (a)(1)Ci( A 2)); 

(2) The franchisor has a significant 
degree of control over the franchisee’s 
method of operation, or gives the 
franchisee significant assistance in his 
or her method of operation (§ 436.2 
(a)(1)(i)CB)); and 

(3) To obtain the franchise, the 
franchisee is required to pay the 
franchisor or an affiliated person 
(§ 436.2(a)(2)). 

In “package” or “business format’ 
franchising, the franchisee is author- 
ized by the franchisor to operate a 
business conforming to a format estab- 
lished by the franchisor and identified 
by the franchisor’s trademark. The 
franchisor usually does not produce 
the goods or services to be sold by the 
franchisee, but rather exercises strict 
control over the franchisee’s method 
of operation to insure that the goods 
or services produced by the franchisee 
meet uniform quality standards. For 
example, the franchisor may control 
the franchisee’s site location, site 
design and appearance, hours of oper- 
ation, production techiques, account- 
ing practices, employment practices, 
promotional campaigns, and similar 
areas of operation. Alternatively, the 
franchisor may give the franchisee sig- 
nificant assistance in the operation of 
the business, through extensive train- 
ing, promotional campaigns, or pro- 
tected territories. In return for this as- 
sociation with the franchisor, the 


franchisee usually is required to pay 
an initial franchise fee and a continu- 
ing royalty (often a percentage of 
sales) to the franchisor. However, 
other payment arrangements are also 
common; instead of a franchise fee, a 
franchisor may require a franchisee to 
purchase goods, equipment, or inven- 
tory from it or from affiliated persons. 

Examples of goods and services dis- 
tributed through “package” or ‘‘busi- 
ness format” franchises, include fast 
food (hamburgers, fried chicken, etc.), 
car products or services (carwashes, 
transmission centers, rustproofing 
services, etc.), convenience foods, car 
and truck rentals, beauty salons, busi- 
ness aids and services (tax preparation 
services, accounting services, etc.), 
campgrounds, equipment rentals, em- 
ployment services, motels, hotels, and 
copying centers. 

b. “Product” Franchises. A second 
type of franchise included within the 
rule’s definition is the “product” fran- 
chise. Three elements define this type 
of franchise: 

(1) The franchisee sells goods or 
services identified by the franchisor’s 
trademark (§ 436.2 (a)(1)iMA)(1)); 

(2) The franchisor has a significant 
degree of control over the franchisee’s 
method of operation, or gives the 
franchisee significant assistance in his 
or her method of operation (§ 436.2 
(a)(1)Gi)(B)); and 

(3) To obtain the franchise, the 
franchisee is required to pay the 
franchisor or an affiliated person 
(§ 436.2(a)(2)). 

In this type of franchise relation- 
ship, the franchisor produces the 
goods or services that bear its trade- 
mark and which are _ distributed 
through dealers who are selected on a 
selective or exclusive basis. In many 
cases, the franchisor exercises signifi- 
cant control over the franchised dis- 
tributor’s or dealer’s ‘“method of oper- 
ation,” forbidding the franchisee from 
selling competing products, or from 
selling to certain types of customers, 
or outside of certain restricted terri- 
tories. The franchisor may exercise 
control over the franchisee’s account- 
ing standards, the location of the 
franchisee’s outlet, the hours of oper- 
ations, the quality of the franchisee’s 
service department and the types of 
promotional campaigns the franchisee 
may engage in. Alternatively, a 
franchisor may provide a significant 
degree of assistance in the franchisee’s 
methods of operation. For example, 
the franchisor may provide significant 
training for the franchised dealer, 
assign protected territories, or design 
extensive promotional campaigns for 
the dealer or distributor. In such types 
of franchises, the franchisee is re- 
quired to pay an initial fee for the 
right to sell the franchisor’s goods or 
services, or, in some cases, is required 
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to purchase a minimum initial inven- 
tory or equipment for the right to sell 
the goods. 

The most familiar examples of 
“product” franchises are automobile 
dealerships and gasoline service sta- 
tions. The franchised dealers are dis- 
tributing the producer’s finished goods 
and are substantially identified in the 
public mind with the franchisor’s 
trademark. 

It is important to note the differ- 
ences between product franchises and 
the common “producer/distributor” 
relationship, which is not a “fran- 
chise” covered by the rule. In conven- 
tional distributorships, the producer 
does not control the distributor’s 
methods of operation, nor is the dis- 
tributor usually identified with the 
producer. A franchised distributor, in 
contrast, is one who is substantially 
identified with the franchisor’s prod- 
uct. As a general rule, he or she does 
not (in some cases cannot) sell compet- 
ing goods or competing product lines. 
Thus, the franchised distributor is 
substantially dependent for his or her 
business on the franchisor’s own repu- 
tation. Distributors, both wholesale 
and retail, who sell many types of 
goods, including competing lines of 
goods, will not (in most instances) be 
included within the rule. For example, 
department and discount stores or 
other large retailers who carry many 
types of goods would not be “franchi- 
sees” for the purposes of the rule. 
Similarly, specialized retailers or 
wholesalers would not be franchisees 
unless the line of products they sold 
was substantially identified with one 
producer. Even where a distributor is 
substantially identified with the goods 
or services of a particular producer, 
the relationship is not a ‘franchise’ 
under the rule, unless the distributor 
is required to pay to the producer an 
initial fee, or purchase from him mini- 
mum inventory as a condition of ob- 
taining the privilege to sell the pro- 
ducer’s goods. It is important to note, 
in this respect, that a producer does 
not become a franchisor simply by ad- 
vertising its own product or by assist- 
ing its distributors in the sale of its 
product. The rule specifically states 
that providing promotional assistance 
to the distributor is not “significant 
assistance” in and of itself. The re- 
quirement that there be a payment of 
some kind as a condition of obtaining 
the right to sell the product will simi- 
larly exclude agency relationships in 
which independent agents, compensat- 
ed by commission, sell goods or serv- 
ices associated with a trademark 
owner (e.g., insurance salesmen). 

The Commission recognizes that in 
some cases whether or not the produc- 
er exercises a “significant degree of 
control” or gives a franchisee a “sig- 
nificant degree of assistance” in the 
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distributor’s “method of operation” 
can be a close question. In those cases, 
whether or not the relationship being 
offered is a “franchise” for the pur- 
poses of the rule will be a question of 
fact which will turn primarily on the 
degree to which the distributor is de- 
pendent upon the franchisor’s reputa- 
tion and control or assistance. The 
Commission’s statement of basis and 
purpose to the franchise and business 
opportunity ventures rule may provide 
additional assistance for producers 
who are unsure whether their distri- 
bution relationships would be covered 
by the rule. In addition, a producer 
having substantial questions in this 
area may wish to obtain informal 
advice from the Commission’s staff, or 
petition the Commission for an adviso- 
ry opinion. 

c. “Business Opportunity Ventures.” 
A third type of distribution relation- 
ship covered by the rule is certain 
“business opportunity” ventures. Rela- 
tionships of this type have three ele- 
ments: 

(1) The franchisee sells goods or 
services supplied by the franchisor, or 
by suppliers required by the franchi- 
sor, or by suppliers who are affiliated 
with the franchisor 
[§ 436.2(a)(1)Gii)(A)]; 

(2) The franchisor secures retail out- 
lets or accounts for the goods, or se- 
cures locations for vending devices or 
racks, or provides the services of a 
person to do either 
[§ 436.2(a)(1)Cii)(B)]; and 

(3) To obtain the franchise, the 
franchisee is required to pay the 
franchisor or an affiliated person 
[§ 436.2(a)(2)]. 

The rule is principally concerned 
with two types of ‘‘business opportuni- 
ty ventures.” The first involves the 
selling or offering of certain kinds of 
distributorships. In these distributor- 
ships, the franchisor does not own the 
trademark or produce the goods to be 
sold, but rather, represents that he 
will put the franchisee into a business 
of distributing certain goods or serv- 
ices, usually those of a well-known 
third party. For example, the relation- 
ship may involve the distribution of 
Kodak film although the person offer- 
ing the business opportunity has no 
relationship with Kodak other than 
that of an ordinary buyer. The 
franchisor in such ventures provides 
the goods or arranges for the supply 
of goods and represents that it will es- 
tablish retail accounts for the final 
sale to consumers. In some cases, the 
franchisor represents that he will pro- 
vide the services of a person who will 
establish such retail accounts. For ex- 
ample, the franchisor may represent 
that he will secure 10 gasoline stations 
to be retail outlets for automotive af- 
termarket products (e.g., oil filters, gas 
additives, etc.). As in other types of 
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franchises covered by the rule, the 
franchisee of a business opportunity 
distributorship is ordinarily required 
to pay a fee to the franchisor or to 
purchase a minimum inventory of 
goods in order to obtain the right to 
participate in the business opportuni- 
ty offered by the franchisor. 

The second type of business oppor- 
tunity scheme covered by the rule in- 


‘cludes certain types of rack-jobbing 


opportunities and vending machine 
routes. As in the “business opportuni- 
ty” distributorship, the franchisor 
does not own the trademark or pro- 
duce the goods which the franchisee 
distributes. Rather, the franchisor ar- 
ranges for the supply of goods, or sup- 
plies the gaods himself, and represents 
that it will assist the franchisee in ob- 
taining” locations either for vending 
machines or rack displays which will 
provide the ultimate sale to the con- 
sumer. Alternatively, the franchisor 
may simply represent that he will pro- 
vide the services of a person who will 
obtain such site locations. As in the 
other relationships covered by the 
rule, the franchisee is required to pay 
the franchisor or an affiliated person 
as a condition of obtaining the right to 
participate in the business opportuni- 
ty being offered. 

d. Exemptions and Exclusions. A re- 
lationship which meets the definition 
of “franchise” discussed above may 
nevertheless be excluded or exempted 
from the rule’s requirements. Section 
436.2(aX(3) exempts (1) “fractional 
franchises,” (2) “leased departments,”’ 
(3) minimal investments, and (4) 
purely verbal agreements. Section 
436.2(a)(4) excludes relationships cre- 
ated solely by (1) employer-employee 
and general business partnership rela- 
tionships; (2) relationships created by 
membership in a ‘‘cooperative’”’; (3) re- 
lationships with a testing or certifica- 
tion service; and (4) “single”’ license re- 
lationships. 

(i) Fractional Franchises. A “frac- 
tional franchise” relationship results 
when an established distributor adds a 
franchised product line to its existing 
line of goods. Section 436.2(h) of the 
rule defines the terms ‘fractional 
franchise” as the relationship existing 
wherein the franchisee or any of its 
current directors or executive officers 
have been in a type of business repre- 
sented by the franchise relationship 
for more than 2 years and the parties 
anticipated, or should have anticipat- 
ed, at the time the agreement estab- 
lishing the franchise relationship was 
reached, that the sales arising from 
the relationship represent no more 
than 20 percent of the sales in dollar 
volume of the franchisee. The rule 
exempts such a franchise relationship 
because the franchisee is not depend- 
ent upon the franchisor for the suc- 
cess of his business and the franchisor 
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does not exercise significant control 
over or give significant assistance to 
the franchisee in his method of oper- 
ation. The requirement that the 
franchisee be ‘“‘in the type of business 
represented by the franchise” is in- 
cluded in recognition of the fact that 
while the “franchisee” may be a newly 
formed corporation or entity, the prin- 
cipals of such a “franchisee”? may have 
been previously engaged in the same 
business working for someone else or 
operating under a different trade 
name. 

(ii) Leased Departments. The rule 
also exempts relationships which are 
commonly referred to as “leased de- 
partments.” Typically, a “leased de- 
partment” is an arrangement in which 
an independent retailer leases space 
from a large retailer to sell goods or 
services for his own benefit in the 
large retailer’s store. Such arrange- 
ments usualiy occur in areas of mer- 
chandising such as footwear, optom- 
etry, tobacco, jewelry, and _ key- 
making. This exemption is applicable 
provided that the independent retailer 
is not required directly or indirectly to 
purchase the goods, commodities, or 
services which he retails from the 
large retailer or from suppliers re- 
quired or approved by the large retail- 
er. 

(iii) Minimal Investments. An ex- 
emption is contained in the rule for 
franchise relationships which require 
only a minimal investment by the 
franchisee. The exemption reflects the 
Commission’s policy determination 
that a significant financial risk on the 
part of the franchisee is a necessary 
element of a ‘franchise.’ Where the 
payment or commitment to pay a 
franchisor as a condition of obtaining 
the right to sell the franchisor’s goods 
or services is less than $500, the rela- 
tionship is not subject to the rule. In- 
cluded within the $500 figure are any 
payments which are required to be 
made at any time before or within 6 
months of starting operation of the 
franchised business. Required pay- 
ments for inventory, rent, advertising 
assistance, equipment, and training 
are examples of payments to be in- 
cluded within the $500 figure. These 
payments must be to the franchisor or 
an “affiliated person.” If the required 
payment does not reach $500, the 
franchisor is exempted from the rule’s 
requirements. 

(iv) Oral Agreements. Finally, the 
rule also exempts relationships which 
do not have some written evidence of 
any material term of the franchise re- 
lationship or agreement. 

(v) Employer-Employee and General 
Partner Relationships. The rule pro- 
vides that a franchise relationship is 
not created by a relationship that 
arises solely from an employer/em- 
ployee relationship or a relationship 
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among general business partners. 
Whether the relationship is that of an 
employer-employee or general part- 
nership, as opposed to a “‘franchise,”’ is 
a question of fact to be determined on 
a case-by-case analysis of the actual 
business practices of the parties in- 
volved. In determining whether a rela- 
tionship is an employer-employee rela- 
tionship, the rule applies the tradi- 
tional test of “right of control,” e.g., 
whether a salary or definite sum of 
money is to be given as consideration 
for the work, or whether the employee 
can be summarily discharged or em- 
ployment terminated without liability 
on the part of the principal. In order 
to fall outside the scope of the rule, a 
“partnership” relationship must be 
one where all partners concerned are 
“general partners.” This is to avoid 
those relationships structured to cloak 
the “limited partner’ (franchisor) 
from liability while placing the effects 
of unfair or deceptive practices on the 
“general partner” (franchisee). 

(vi) Cooperative Associations. The 
rule also makes clear that a member- 
ship in a “‘bona fide cooperative associ- 
ation” does not create a franchise rela- 
tionship. Section 436.2(1) defines the 
two types of associations which are 
“cooperative associations” for the pur- 
poses of this exclusion: (1) Agricultur- 
al cooperatives authorized by the 
Capper-Volstead Act, 7 U.S.C. § 291, 
and (2) retailer-owned cooperative 
chains. To qualify as a retailer-owned 
cooperative, the organization must be 
operated “by and for’ independent re- 
tailers on a cooperative basis. Thus, 
the members must be independent re- 
tailers, and the organization must fur- 
nish services or goods primarily to its 
members. The phrase “cooperative 
basis” is adopted from the Federal 
income tax statutes (section 1381 of 
the Internal Revenue Code) and is in- 
tended to provide a general standard 
to cover the multitude of cooperative 
arrangements. 

(vii) Certification or Testing Serv- 
ices. The rule also does not include as 
“franchises,” relationships which are 
created solely by arrangements with 
bona fide certification or testing serv- 
ices, such as that offered by Under- 
writers Laboratory and similar organi- 
zations. Franchising involves distribu- 
tion of goods or services through se- 
lected outlets; in contrast, certification 
or testing services offer their trade- 
mark to all parties meeting their 
standards and willing to pay their fee. 

(viii) “Single’’ Trademark Licenses. 
The rule excludes trademark licensing 
arrangements in which a single licens- 
ee is granted the right to use the 
trademark. This exemption also in- 
cludes a “one-on-one” licensing ar- 
rangement, i.e., the license of a trade- 
mark to a single licensee who manu- 
factures the trademarked goods ac- 


cording to the licensor’s specifications. 
This arrangement is common, for ex- 
ample, in the clothing industry where 
trademark owners license the produc- 
tion of textiles. The exemption also in- 
cludes ‘collateral product’ licensing, 
i.e., the practice of licensing a trade- 
mark which is well known in one con- 
text (e.g., Coca-Cola) for use in an- 
other (e.g., clothing or decorative 
items embossed with the Coca-Cola 
logo). The rule further exempts licens- 
ing agreements entered into in the 
course of settlement negotiations in 
trademark infringement litigation, 
where the licensor will grant the ‘in- 
fringing’ party a license to use the 
trademark for a specified period of 
time. 

3. Persons Who Are Required To 
Comply With the Rule. The obliga- 
tions of the rule are imposed upon 
“franchisors” and “franchise brokers,” 
terms which are defined in the rule. 

A “franchisor” is a “person” (de- 
fined in § 436.2(b) to mean any individ- 
ual, group, association, partnership, 
corporation, or other business entity) 
who participates in all of the elements 
set out in the definition of ‘‘franchise’”’ 
in §436.2(a). For example, a person is a 
“franchisor” under § 436.2(a)(1)(i) only 
if he: (1) Either owns the trademark 
which identifies the goods or services 
being distributed by franchisees, or 
sets quality standards for goods or 
services sold by distributors who oper- 
ate under his trademark; and (2) 
either exercises significant control 
over, or gives significant assistance to, 
the distributor in the distributor’s 
method of operation; and (3) requires 
the distributor to pay him as a condi- 
tion of obtaining the right to sell the 
goods or services. If the person does 
not perform all three functions with 
respect to the relationship being of- 
fered, he is not a ‘‘franchisor’ under 
§ 436.2(a)(1)(i) with respect to that of- 
fering. 

By this definition, the Commission 
makes it clear that a sale of a fran- 
chise by a franchisee does not make 
the franchisee a ‘franchisor’ for the 
purposes of complying with the rule’s 
obligations, since the franchisee will 
not be a “franchisor” with respect to 
the relationship being offered. 

A “franchise broker’ is defined in 
§ 436.2(j) to mean any person (i.e., any 
individual, group, association, partner- 
ship, corporation, or other business 
entity) other than a franchisor or 
franchisee who sells, offers for sale, or 
arranges for the sale of a franchise. 
This definition excludes franchisees 
who sell their franchise. In many 
cases, however, a subfranchisor grant- 
ing subfranchises will be a “franchise 
broker” within the meaning of the 
rule. 

The rule establishes similar obliga- 
tions for both the “franchisor” and 
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the “franchise broker.” Either the 
franchisor or the franchise broker 
may discharge the disclosure obliga- 
tions set out in § 436.1 (a) through (g) 
for both of them by furnishing the re- 
quired disclosure documents. The pro- 
hibitions of the rule, however, apply 
to both the franchisor and the fran- 
chise broker regardless of compliance 
by one or the other. : 

4. Format of Disclosures. The rule 
requires a “disclosure statement” (also 
referred to as a ‘‘prospectus’’) contain- 
ing information about the franchise 
offering to be given to every prospec- 
tive franchisee before he or she enters 
into a franchise relationship. In addi- 
tion, if the franchisor or franchise 
broker makes claims about franchise 
(or company-owned outlet) sales, 
income, or profits—in the media or in 
a presentation to an individual pros- 
pective franchisee—the rule requires 
that prospective franchisees receive 
additional disclosure documents con- 
cerning the claim. 

The rule specifies certain require- 
ments for the format of these disclo- 
sure statements. The disclosures must 
be contained in a written document. It 
need not be printed, or even typed, as 
long as it is clear and legible. Unless 
otherwise indicated in the rule, the 
disclosures should be made in a single 
document. In addition, the informa- 
tion required to be disclosed should be 
stated clearly and concisely. Franchi- 
sors should avoid unnecessary and ir- 
relevant details, repetition, or the use 
of unnecessary technical language. To 
avoid duplication in the disclosure 
statement, the document may contain 
cross-references to call attention to in- 
formation in more than one part of 
the disclosure statement. 

The rule also requires the informa- 
tion which must be disclosed to be ac- 
curately stated. If the written disclo- 
sures contain an untrue statement of a 
material fact, or omit to state a mate- 
rial fact which is necessary to make 
the statements made (in light of the 
circumstances under which they were 
made) not misleading, such failure or 
omission will violate the rule. The re- 
quirement that information be stated 
accurately applies only to what the 
franchisor or franchise broker knows, 
or should reasonably know, at the 
time the statement was made. If, for 
example, the information to be pro- 
vided depends on some future uncer- 
tain event—e.g., the outcome of nego- 
tiation as to contract terms—the 
franchisor should so indicate, and dis- 
close any relevant past experience. For 
example, where the franchisor does 
not know, at the time he is required to 
give the information to the prospec- 
tive franchisee, to what degree the 
prospective franchisee will be given ex- 
clusive territories, the franchisor 
should disclose his past practices in 
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this respect (indicating a range) and 
indicate when the information will be 
known. Where applicable, the franchi- 
sor should indicate that the subject 
matter of the disclosure is open to ne- 
gotiation. 

The disclosure statements must not 
contain any information or material 
which is not either required by the 
rule, or by state law not preempted by 
the rule. Since the rule requires that 
statements be accurate, however, this 
prohibition does not prevent the 
franchisor from including information 
which, while not explicitly required by 
the rule, is necessary to make any dis- 
closure not misleading. While addi- 
tional material may not be included in 
the disclosure statements themselves, 
franchisors and franchise brokers are 
free to provide any materials or infor- 
mation to prospective franchisees in 
,addition to the disclosure statements, 
as long as such information is not con- 
tradictory to the information con- 
tained in the disclosure documents. 

Paragraph (a) sets out 20 categories 
of information that must be disclosed 
to a prospective franchisee. The disclo- 
sure document must contain all of the 
information required by each subpara- 
graph and, where appropriate, state 
responses in the negative. For exam- 
ple, if the only litigation history dis- 
closure concerns a civil suit involving 
one director, the disclosure should 
state that no other officers, directors, 
etc., have been involved in any litiga- 
tion described by the rule, stating such 
type of litigation. 

The rule prescribes the format for a 
cover for each type of disclosure docu- 
ment, with appropriate warning labels 
for each. In addition, the rule requires 
such disclosure document to contain a 
table of contents to aid the prospec- 
tive franchisee in using the statement. 
The disclosures required by paragraph 
(a) should be accompanied by the 
headings specified in Note 3 to the 
rule. 

Information in the document re- 
quired by paragraph (a) is required to 
be current as of the franchisor’s most 
recent fiscal year. After the close of its 
fiscal year, the franchisor has 90 days 
in which to prepare a revised prospec- 
tus for distribution to prospective 
franchisees. In addition, the disclosure 
statement must be updated, on at least 
a quarterly basis, whenever a “materi- 
al” change occurs in the information 
contained in the disclosure statement. 


The updated information may be at-. 


tached to the prospectus as an adden- 
dum. Disclosure documents concerning 
representations of the franchise sales, 
profits or income must be current as 
of the time of making the representa- 
tion. The rule requires that prospec- 
tive franchisees be informed of any 
material changes prior to entering into 
the agreement. 
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5. When Disclosures Must be Made. 
The rule sets out requirements for the 
time at which prospective franchisees 
must be given the various disclosure 
documents. Each of the various docu- 
ments is discussed separately below. 

a. The Franchise Prospectus. The 
disclosure document required by para- 
graph (a)—the “franchise prospec- 
tus’’—must be given to a ‘prospective 
franchisee” at the earlier of the first 
“personal meeting” or the ‘time for 
making of disclosures”. Each of these 
terms has a special meaning, as set 
forth in the rule. 

Disclosure need be made only to a 
person defined as a “prospective 
franchisee’. Section 436.2(e) defines a 
“prospective franchisee” as “any 
person, including any representative, 
agent, or employee of that person, 
who approaches or is approached by a 
franchisor or franchise broker, or any 
representative, agent or employee 
thereof, for the purpose of discussing 
the establishment, or possible estab- 
lishment, of a franchise relationship 
involving such person’’. Under this 
definition, a person is not a “prospec- 
tive franchisee” if he or she is simply 
interested in a franchise; the defini- 
tion requires an affirmative act on the 
part of the franchisor or interested 
person. Similarly, the definition re- 
quires an action which intends some 
type of discussion or communication 
regarding the establishment of a fran- 
chise. For example, a simple inquiry 
for information does not make the 
person requesting the information a 
“prospective franchisee’’, since it does 
not look to a discussion of establishing 
a franchise. 

The term “personal meeting” is de- 
fined as a face-to-face meeting be- 
tween a prospective franchisee and a 
franchisor or franchise broker (or 
their representatives) which is held 
for the purpose of discussing the sale, 
or possible sale, of a franchise. A per- 
sonal meeting means what it says: a 
face-to-face meeting. It does not in- 
clude communication by telephone or 
mail. Whether such a personal meet- 
ing is to be held is a decision which is 
clearly in control of the franchisor. If 
the franchisor does not wish to meet 
with a particular prospective franchi- 
see (either because it is not interested 
in the particular prospect or because it 
is not currently offering franchises), it 
can avoid providing him or her with a 
disclosure statement simply by not 
having a personal meeting with him or 
her. 

The second “triggering mechanism” 
comes into play if there is no earlier 
personal meeting. The term “time for 
making of disclosures” is defined in 
§ 436.2(g) as 10 business days prior to 
the earlier of (1) The execution by a 
prospective franchisee of any fran- 
chise agreement or any other agree- 
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ment imposing a binding legal obliga- 
tion on such prospective franchisee, 
about which the franchisor, franchise 
broker, or any agent, representative, 
or employee thereof knows or should 
know, in connection with the sale or 
proposed sale of a franchise; or (2) the 
payment by a prospective franchisee, 
about which the franchisor, franchise 
broker, or any agent, representative or 
employee thereof knows or should 
know, of any consideration in connec- 
tion with the sale, or proposed sale, of 
a franchise. The term “business days” 
is further defined in the rule and does 
not include Saturdays, Sundays, or na- 
tional holidays. 

Since the first ‘‘personal meeting” 
may occur substantially before the ex- 
ecution of final agreements, the pros- 
pective franchisee must be _ given 
notice of any material changes that 
have occurred in the information in 
the franchise prospectus which he or 
she received. The rule requires that 
the franchise prospectus be updated at 
least on a quarterly basis, whenever 
there is a material change in the infor- 
mation contained in the franchise pro- 
spectus. The franchisor and franchise 
broker have a concurrent obligation to 
give the prospective franchisee the 
most recent prospectus and quarterly 
revision, so that the franchisee has 
the latest information at the “time for 
making of disclosures.” 

Generally, the franchise prospectus 
(and any quarterly revisions) must be 
given to a prospective franchisee in 
any sale of a franchise, regardless of 
who the selling party is. While a 
franchisee who sells his franchise has 
no obligation to furnish the disclo- 
sures required by the rule, that sale 
creates an obligation on the part of 
the franchisor and franchise broker to 
provide a disclosure statement to the 
new franchisee. Similarly, a _ sub- 
franchisor granting subfranchises may 
act as a franchise broker for such 
sales, and both the franchisor and the 
subfranchisor would be obligated to 
furnish disclosure statements to sub- 
franchisees. As noted previously, a sale 
of a franchise also includes an exten- 
sion or renewal of an existing fran- 
chise when the terms of the extension 
or renewal differ materially from the 
agreement in effect. However, the obli- 
gation to furnish the disclosure docu- 
ment only arises when the franchisor 
or franchise broker has (or should 
have) knowledge of the sale. If the 
franchisor has a “personal meeting” 
with the franchisee, it will have 
knowledge of the impending transfer. 
Similarly, the definition of “time for 
making of disclosures” refers to events 
about which the franchisor or fran- 
chise broker has (or should have) 
knowledge. Thus, if a franchisee sells 
a franchise and the franchisor has no 
knowledge of the transaction, and had 
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no reason to know of it, it has no obli- 
gation to furnish the disclosure state- 
ment required by paragraph (a). 

b. “Point-of-Sales” Earnings Claims 
Document. Paragraphs (b)-(d) require 
franchisors and franchise brokers to 
give prospective franchisees a disclo- 
sure document which sets out the 
bases and assumptions for claims 
about franchise sales, income and 
profits made to particular prospective 
franchisees. Unlike the “franchise pro- 
spectus” required by paragraph (a), 
the disclosure documents required by 
paragraphs (b) and (c) are required to 
be given out only if the franchisor 
chooses to make such claims. Since the 
franchisor and franchise broker are in 
control of this event, the timing 
“mechanisms” differ to some extent 
from those involved in the franchise 
prospectus. 

The documents required by para- 
graphs (b) and (c) must be given to a 
prospective franchisee no later than 
the “time for making of disclosures” — 
i.e., 10 business days prior to the ex- 
ecution of contracts or the payment of 
consideration. In some cases, however, 
disclosure must be made earlier. If the 
representation is made at or prior to a 
“personal meeting” (e.g., in a letter or 
telephone conversation prior to the 
meeting), the disclosure statement 
must be given to the _ prospective 
franchisee at that meeting, if the 
meeting occurs before the “time for 
making of disclosures.” In no event 
may a prospective franchisee get dis- 
closure later than the “time for 
making disclosures.” In conjunction 
with this timing mechanism, the rule 
prohibits the making of additional 
earnings claims after the “time for 
making of disclosures.” 

In addition, the franchisor and fran- 
chise broker have an obligation to 
notify the prospective franchisee, at 
the “time of making of disclosures,” of 
any material changes in the informa- 
tion contained in the disclosure docu- 
ment, to insure that the franchisee 
has the most recent information avail- 
able before he commits himself 
through the execution of agreements 
or the payment of consideration. 

c. Media Claims Disclosure Docu- 
ment. Paragraph (e) requires franchi- 
sors to give prospective franchisees a 
disclosure document setting out the 
bases and assumptions for any claims 
about franchise sales, income, or prof- 
its made for general dissemination in 
the media. As with the earnings claim 
disclosure document triggered by rep- 
resentations made in point-of-sale cir- 
cumstances, this requirement arises 
only if the franchisor or franchise 
broker chooses to make such claims. If 
such a claim has been made, the rule 
requires the disclosure document to be 
given to a prospective franchisee at 
the earlier of the first ‘‘personal meet- 


ing” or the “time for making of disclo- 
sures.” Each prospective franchisee re- 
ceiving this disclosure document must 
be informed of any material changes 
in the information contained in the 
document at the “time for making of 
disclosures.” 

d. Franchise Agreement and Related 
Agreements. Paragraph (g) also re- 
quires that the franchisor or franchise 
broker give the prospective franchisee 
a copy of the franchisor’s standard 
franchise agreement and any related 
agreements (e.g., leases, rentals, etc.) 
at the time the franchise prospectus is 
given. In addition, a copy of the com- 
pleted franchise agreement (and any 
related agreements) which are intend- 
ed to be executed by the parties must 
be given to the prospective franchisee 
at least 5 business days prior to the 
day the agreements are expected to be 
executed. 

6. Miscellaneous Definitions—‘‘Mate- 
rial” and “Affiliated Person’”’. 

a. “Material”. A number of provi- 
sions of the rule refer to a concept of 
“materiality.” As defined in § 436.2(n), 
the phrase “material fact” includes 
“any fact, circumstance, or set of con- 
ditions which has a substantial likeli- 
hood of influencing a _ reasonable 
franchisee or a reasonable prospective 
franchisee in the making of a signifi- 
cant decision relating to a named fran- 
chise business or which has any sig- 
nificant financial impact on a franchi- 
see or prospective franchisee.” 

b. “Affiliated Person”. Several provi- 
sions of the rule require certain disclo- 
sures regarding persons “affiliated’”’ 
with the franchisor. The term “affili- 
ated person” is defined in § 436.2(e) to 
mean any individual, group, associ- 
ation, limited or general partnership, 
corporation, or any other business 
entity: 

(a) Which directly or indirectly con- 
trols, is controlled by, or is under 
common control with, a franchisor; or 

(b) Which directly or indirectly 
owns, controls, or holds with power to 
vote,.10 percent (10%) or more of the 
outstanding voting securities of a 
franchisor; or 

(c) Which has, in common with a 
franchisor, one or more partners, offi- 
cers, directors, trustees, branch man- 
agers, or other persons occupying a 
similar status or performing similar 
functions. 

In determining whether there is a 
“control” relationship, the Commis- 
sion will look to the degree to which a 
person has the power or authority to 
manage or direct the course of the 
other person. Whether a control rela- 
tionship exists is a question of fact. 
Such control may be exercised direct- 
ly, such as in majority ownership of 
voting stock, or indirectly, such as 
where a person owns a majority inter- 
est in an intermediary corporation 
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which is the majority shareholder of 
the other person. In determining 
whether there is a “control” relation- 
ship, the Commission will be guided by 
the concept of control employed in the 
Federal securities laws and cases deal- 
ing with such laws. 

B. The Franchise Disclosure State- 
ment—§ 436.1(a). 1. Identifying Infor- 
mation as to the  Franchisor— 
§ 436.1(a)(1). This provision requires 
the disclosure of the official name and 
address of the franchisor and, if appli- 
cable, its parent or holding company. 
The franchisor must also state the 
name under which it is doing or in- 
tends to do business. Finally, the 
franchisor must disclose the trade- 
marks, trade names, service marks, or 
commercial symbols which identify 
the goods, commodities, or services to 
be offered, sold, or distributed by the 
prospective franchisee or under which 
the prospective franchisee will be op- 
erating. With respect to the latter of 
information, the disclosure is limited 
to those marks which the franchisor 
authorizes the prospective franchisee 
to use in the marketing of its products 
or services. Franchisors should not list 
in this section the trademarks or trade 
names of those companies whose prod- 
ucts it merely distributes. For exam- 
ple, a fast food franchisor should not 
set forth the mark of a national soft 
drink manufacturer. 

The following is an example of the 
form of disclosure required by this 
paragraph: 


Doe, Inc., doing business under the name 
of Doe Burgers, maintains its principal busi- 
ness address at 55 Front Street, New York, 
N.Y. 11111. Doe, Inc., is a wholly owned sub- 
sidiary of Roe Industries whose principal 
place of business is 2 Union Street, Rye, 
N.Y. 22222. Pursuant to the franchise agree- 
ment, Doe, Inc., authorizes its franchisees to 
operate fast food restaurants under the 
name “Doe Burgers.” The franchisee is also 
authorized to use the following trademarks, 
service marks, trade names, advertising, or 
other commercial symbol(s): (a) ““Big Doe”; 
(b) “Do-Ro Cola” and (c) “Double Doe 
Burger.” 


2. Business Experience of the 
Franchisor’s Directors and Executive 
Officers—§ 436.1(a)(2). This paragraph 
of the rule requires the disclosure of 
the identity and relevant business ex- 
perience for the past 5 years of the 
franchisor’s current directors and ex- 
ecutive officers. Executive officers are 
those officers of the franchisor who 
will have significant management re- 
sponsibility with respect to the mar- 
keting and servicing of franchises, and 
includes the chief executive and oper- 
ating officers, and financial, franchise 
marketing, franchise training, and 
franchise service officers. 

The disclosure should include the 
name and current position or title for 
each such director or officer. This in- 
formation should be followed by a 
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brief description of the business expe- 
rience of each such person during the 
previous 5 fiscal years, including such 
facts as would aid a _ prospective 
franchisee in assessing the experience 
and competence of the franchisor’s 
management. These facts would in- 
clude, at a minimum, other occupa- 
tions or employment (including name 
of employers and position or title 
held) during the past 5 years, and any 
positions or titles previously held with 
the franchisor. However, irrelevant 
biographical data, such as age, ad- 
dress, community activities, and em- 
ployment beyond the previous 5 years, 
should not be included in the disclo- 
sure statement. 

For example, a disclosure concerning 
the chief executive officer of the 
franchisor would give his or her name, 
his or her title, and a brief description 
such as the following: 


In 1975, Mr. Smith was employed with 
Camper’s Delight, Inc., a franchisor of 
campgrounds, as the Vice-President of Fran- 
chise Marketing. His employment with 
KampKorners, Inc., began in 1977, when he 
was appointed Director of Franchise Mar- 
keting. In 1978, he was named President of 
KampKorners, Inc., and has been President 
since that time. 


3. Business Experience of the 
Franchisor—§ 436.1(a)(3). Similar to 
the preceding section, this provision of 
the rule requires detailed disclosure of 
the relevant business experience of 
the franchisor and any parent corpo- 
ration. The disclosure should recite for 
both the franchisor and its parent, the 
length of time that the franchisor and 
its parent, if any, (a) Has conducted a 
business of the type to be operated by 
the franchisee; (b) has offered or sold 
a franchise for such business; (c) has 
conducted a business or offered or sold 
a franchise operating under or involv- 
ing the sale or distribution of goods, 
commodities, or services using or iden- 
tified by any mark or logo disclosed 
under paragraph (a)(1); and (d) has of- 
fered for sale or sold franchises in 
other lines of business. In presenting 
this information, the franchisor 
should include a brief description of 
the nature of its business, its type of 
business organization (e.g., corpora- 
tion, partnership, etc.), and the State 
and date of its incorporation or organi- 
zation. The “other lines of business” 
disclosure (section 436.1(a)(3)(iv)) is 
limited to the franchisor’s (or par- 
ent’s) experience in franchising and 
does not require nonfranchise business 
history. 

The following is an example of the 
disclosures required by this paragraph: 


The franchisor, Ralph’s Rentals, Inc., was 
originally incorporated in the State of Vir- 
ginia on January 3, 1962. From that date 
until the present, it has operated a full serv- 
ice equipment rental store. Since 1971, the 
franchisor has been selling franchises for 
the operation of retail establishments 
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known as Ralph's Rentals. It has been offer- 
ing franchises for 7 years under the marks 
set forth in section 1. The franchisor does 
not sell franchises in other lines of business. 


4. Litigation History—§ 436.1(a)(4). 
This section of the rule requires the 
disclosure of certain specified criminal, 
civil, and administrative-type proceed- 
ings involving the franchisor, its offi- 
cers and directors, and its parent com- 
pany. The rule lists three types of liti- 
gation which must be disclosed. 

a. Criminal Litigation. Subsection 
(i) mandates the disclosure of past 
criminal convictions or pleas of nolo 
contendere of the franchisor, its cur- 
rent officers or directors, and its 
parent firm, which occurred within 
the previous 7 fiscal years. Only those 
felony cases involving fraud (including 
violation of any franchise law, or 
unfair or deceptive practices law), em- 
bezzlement, fraudulent conversion, 
misappropriation of property or re- 
straint of trade need be disclosed. All 
such cases are considered material. 
Pending criminal proceedings, or pro- 
ceedings not culminating in a convic- 
tion or plea of nolo contendere (e.g., a 
verdict of not guilty), need not be dis- 
closed. 

b. Civil Litigation. Subsection (ii) 
requires the disclosure of certain types 
of civil actions where the franchisor, 
its current directors or officers, or its 
parent firm, is either a party to a 
pending action, or has settled an 
action out of court, or has been found 
liable in a final judgment. The term 
“civil action” includes complaints, 
counterclaims, and class actions. The 
phrase “is a party” applies where such 
a person is a formal party as well as to 
a situation where that person is an in- 
tervenor or has been impleaded or in- 
terpleaded in a civil action. The disclo- 
sures are limited to final adjudicative- 
type actions of a Federal, State, or 
local judicial authority, and do not in- 
clude administrative rulemaking or 
other legislative actions. Settlements 
need be disclosed only where at least 
an initial formal complaint had been 
filed in court prior to the settlement. 

Only those actions which concern 
specified subjects and which, in addi- 
tion, are material, need be disclosed in 
this subsection. Such actions. must 
either (1) Involve allegations of fraud 
(including violations of any franchise 
law, or unfair or deceptive practices 
law), embezzlement, fraudulent con- 
version, misappropriation of property, 
or restraint of trade, or (2) involve the 
franchise relationship, where such suit 
has been brought by a present or 
former franchisee (or franchisees). For 
example, an action brought by a 
franchisee which does not involve the 
franchise relationship need not be dis- 
closed. However, proceedings involving 
any franchise relationship offered by 
the franchisor must be included. A 
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franchisor who offers more than one 
type of franchise—fried chicken and 
pizza, for example—must disclose liti- 
gation involving the franchise rela- 
tionship with respect to both types of 
franchises in disclosure statements 
given to prospective franchisees of 
either system. 

This subsection requires actions to 
be disclosed only where they are mate- 
rial—i.e., where such information has 
a substantial likelihood of influencing 
a reasonable prospective franchisee or 
has a significant financial impact on a 
franchisee or prospective franchisee. 
Irrespective of the materiality of any 
single such action, however, the disclo- 
sure must include any group of pro- 
ceedings where in the aggregate they 
are material. 

c. Administrative-Type Proceedings. 
Subsection (iii) mandates the disclo- 
sure of certain administrative-type 
proceedings in a State or Federal 
agency or court which seek, or have 
resulted in, an injunctive or restrictive 
order. Examples of proceedings which 
would be disclosed under this section 
include Federal Trade Commission 
complaints, consent agreements, cease 
and desist orders, and restraining or 
injunctive orders sought by the Com- 
mission in Federal court, as well as 
similar State agency proceedings. Dis- 
closure is required where such orders 
are being sought or are currently ef- 
fective. However, proceedings to be 
disclosed must involve either allega- 
tions of fraud (including violation of 
any franchise law or unfair or decep- 
tive practices law), embezzlement, 
fraudulent conversion, misappropria- 
tion of property, or restraint of trade, 
or relate to or affect franchise activi- 
ties or the franchisee-franchisor rela- 
tionship. Actions or proceedings which 
do not involve this subject matter are 
not required to be disclosed. Orders of 
general applicability resulting from 
administrative rulemaking need not be 
disclosed, nor restrictive orders result- 
ing from private negotiations between 
the franchisor and the franchisee. (If 
such orders are part of a settlement of 
a complaint filed in court, however, its 
terms would be disclosed under subsec- 
tion (ii) discussed above.) 

For each past proceeding, the disclo- 
sure should indicate the identity of 
the court or agency involved, the date 
of conviction, judgment, or decision, 
the penalty imposed, the damages as- 
sessed, the terms of settlement or the 
terms of the order or ruling, and the 
date, nature, and issuer of each order 
or ruling. For pending litigation, the 
disclosure statement should include a 
brief description of the factual basis 
alleged in the complaint, the defenses 
or answers raised, and the relief 
sought. 

The statement may include a sum- 
mary opinion of counsel as to the 
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merits of the claims asserted and any 
defense raised in any pending proceed- 
ing. If a summary opinion is included, 
however, the written consent of coun- 
sel to the use of such opinion must 
also be included. 

Examples of the disclosure required 
by this paragraph are the following: 


On December 2, 1975, Ms. Sarah Ingersoll, 
current Vice President of Franchise Market- 
ing for Whiz Stores, Inc., was convicted of 
mail fraud in violation of 18 U.S.C. § 1341, in 
the United States District Court for the Dis- 
trict of Maryland. On January 30, 1976, Ms. 
Ingersoll was given a 3-year suspended sen- 
tence by U.S. Eastern District Judge Mertz 
and fined $15,000. On January 13, 1977, 
Consolidated Amalgamation, Inc., the 
parent firm of Whiz Stores, Inc., plead 
guilty to charges of an unlawful conspiracy 
to fix prices with respect to the distribution 
of television sets. United States v. Consoli- 
dated Amalgamation, Inc., Action No. 77- 
435C, United States District Court for the 
Eastern District of New York. On February 
20, 1977, U.S. District Judge Foster fined 
Consolidated Amalgamation, Inc., $250,000. 

A civil action was filed against Whiz 
Stores, Inc., in April, 1976, in the Superior 
Court of California, County of Orange, enti- 
tled Laughlin v. Whiz Stores, Inc., Civil No. 
H-4567. Plaintiff Laughlin, a . former 
franchisee of Whiz Stores, Inc., alleges in 
his complaint (among other things) that 
Whiz Stores, Inc., breached its contract and 
its fiduciary duties with regard to a fran- 
chise agreement between the plaintiff and 
Whiz Stores, Inc. Plaintiff has alleged dam- 
ages of $55,000 and has requested punitive 
damages of $500,000. Whiz Stores, Inc., 
through its counsel, has denied such allega- 
tions and counterclaimed for unpaid royal- 
ties due under the franchise agreement. The 
case is scheduled for trial in December 1979. 
Whiz Stores, Inc., is subject to a cease-and- 
desist order issued by the Federal Trade 
Commission on March 23, 1975, prohibiting 
Whiz Stores, Inc., from using unfair and de- 
ceptive practices in the marketing of fran- 
chises, including the use of atypical claims 
of profitability. 


5. Bankruptcy History—§ 436.1(a)(5). 
This section requires disclosure of the 
bankruptcy history during the previ- 
ous 7 fiscal years of the franchisor, its 
parent or holding company, and its 
current directors and executive offi- 
cers who have: 

(i) Filed in bankruptcy; 

ii) Been adjudged bankrupt; 

(iii) Been reorganized due to insol- 
vency; or 

(iv) Been a principal, director, execu- 
tive officer, or partner of any individu- 
al, group, association, limited or gener- 
al partnership, corporation or any 
other business entity at a time or 
within 1 year of the time that such 
person or business entity had filed, or 
was adjudged bankrupt or reorganized 
due to insolvency. 

In complying with this section, the 
franchisor shall disclose (a) the name 
of the person(s) or business entity who 
has filed in bankruptcy, been adjudged 
bankrupt or has been reorganized due 
to insolvency (if other than the 


franchisor, the identity of such per- 
sons should be disclosed, e.g., the chief 
executive officer or parent firm); (b) 
whether such person or _ business 
entity was either adjudged bankrupt 
or reorganized due to insolvency; (c) 
the identity of the court in which the 
bankruptcy or reorganization proceed- 
ings occurred, including the case 
number, docket number, or similar 
designation of the proceeding; (d) the 
date of the adjudication of bankruptcy 
or confirmation of a plan for reorgani- 
zation and the date of discharge; and 
(e) any other material facts, e.g., a 
summary of the details of the arrange- 
ments with creditors. This section does 
not require disclosure where the 
franchisor or appropriate officer 
merely files a claim in a bankruptcy 
proceeding. 

An example of the disclosure re- 
quired by this part of the rule is the 
following: 


On January 15, 1976, Richard Roe, Presi- 
dent of Kwikkar Wash Systems, Inc., was 
adjudged bankrupt in the United States Dis- 
trict Court for the District of Columbia, 
Docket No. B-20920-76. 

Arthur Sheppard, Vice-President for 
Franchise Marketing was President of 
Amalgatron, Inc., from June, 1975-April, 
1977. On July 3, 1977, Amalgatron, Inc., 
filed a petition for an arrangement under 
Chapter XI of the Federal Bankruptcy Act. 
The plan of arrangement is pending approv- 
al by creditors in the United States District 
Court for the District of Vermont, Docket 
B-45-76. 

6. Description of the Franchise— 
§ 436.1(a)(6). This part of the rule re- 
quires a factual description of the 
franchise offered to be sold by the 
franchisor. The term ‘sold’? encom- 
passes purchasing, leasing, licensing or 
other methods of acquisition. Included 
within this disclosure should be (1) a 
general description of the business to 
be conducted by the franchisee; (2) a 
detailed discussion of the ‘business 
format” and/or “product line” the 
franchisee is purchasing, including 
goods or services to be sold by the 
franchisee; (3) a description of the 
market for the goods and/or services 
to be sold by the franchisee (e.g., 
whether the goods will be marketed to 
a specific segment of the community 
such as students, upper income con- 
sumers, etc.); and (4) a general descrip- 
tion of the businesses with which the 
franchisee will have to compete (e.g., a 
film processing and sales franchise 
should disclose that the franchisee 
will be in competition with other na- 
tional franchises, local businesses, and 
mail order firms offering the same or 
similar services). 

For example, a fast food franchisor 
would disclose the following: 


The franchisor develops, owns and oper- 
ates, and authorizes others to operate, a 
quick service restaurant under the name of 
“Doe Burgers” (sometimes hereinafter re- 
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ferred to as Doe’s restaurants). All Doe’s 
restaurants are built to Company specifica- 
tions as to exterior style and interior decor. 
The majority are free-standing corrugated 
iron buildings substantially uniform in 
design and appearance with adjoining park- 
ing space for 40 to 60 cars. Some are store- 
fronts (which vary according to available lo- 
cations but generally retain the standard 
green and orange decor and sign). The typi- 
cal free-standing restaurant has a cooking 
area and dining room capacity for 100 to 120 
persons. The standardized decor features 
bamboo lamps, ice cream parlor chairs, art 
deco mirrors and cultured marble tabletops. 
The restaurants depend upon serving a 
large number of customers for their success 
and are generally located in urban or heav- 
ily populated suburban areas. 

Each Doe’s restaurant offers a uniform 
limited menu. Hamburgers are featured in 
three sizes—Bambi’s, Double-Doe burger, 
Big Doe—and are prepared with a choice of 
cheese and eight other condiments. Also of- 
fered are french fried potatoes, and ‘“Do- 
Ro” Cola and a limited number of other 
beverages. Doe’s hamburgers are prepared 
with fresh beef. 

The services and products of “Doe Burg- 
ers” restaurants are used primarily by the 
motoring public for quick service meals. A 
“Doe Burger” franchisee will be in competi- 
tion with other businesses providing similar 
goods including a large number of national 
and regional franchised concerns and local 
restaurants. 


7. Initial Funds Required To Be Paid 
by a Franchisee—§ 436.1(a)(7). This 
section requires a statement of the 
total “funds” which the franchisee 
must pay to the franchisor, or an af- 
filiated person, or which the franchi- 
sor or an affiliated person collects on 
behalf of a third party, in order to 
obtain or commence the franchise op- 
eration. The initial funds which must 
be disclosed include, but are not limit- 
ed to, the initial franchise fees, depos- 
its, down payments, prepaid rent, 
equipment and inventory purchases. 
Franchisors should also disclose any 
other funds paid to a designated party 
to obtain or commence the franchise. 
These disclosures should additionally 
contain any nonrecurring commit- 
ments of funds by franchisees to the 
franchisor or affiliated persons for se- 
curing the franchise, where they are 
to be paid at some point after the ex- 
ecution of the franchise agreement 
and where such commitment is made 
at the time of execution. For example, 
a 12-month deferred payment of a 
part of the franchise fee would be re- 
quired to be disclosed pursuant to this 
section. 

This statement should include a list- 
ing and description of the nature and 
the amount(s) of any initial funds as 
well as the recipient of the funds, i.e., 
the franchisor, affiliated person or a 
third party. In addition, the franchi- 
sor should disclose when such fee is 
scheduled for payment. The statement 
should indicate whether any such 
funds or payments are refundable, in 
whole or in part, and if so, under what 
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circumstances or conditions. If such 
funds or payments are not refundable, 
in whole or in part, such fact should 
be disclosed. It should be emphasized 
that while this rule does not attempt 
to define the conditions under which a 
franchisor may or may not make re- 
funds, it does require that refunds ac- 
tually be made where promised, and 
failure to do so constitutes a violation 
of the rule. See section 436.1(h). 

The following is an example of the 
type of disclosure required by this sec- 
tion: 

A MAR, Inc., franchisee is required to 
make a total initial expenditure of $5,000. 
These funds include a franchise fee in the 
amount of $2,000 payable to the franchisor 
upon signing the franchise agreement. The 
remaining $3,000 is due and payable by the 
franchisee to PhR, Inc., a wholly owned 
subsidiary of MAR, Inc., upon delivery of 
the vending machines and supplies listed in 
the franchise agreement. The franchise fee 
of $2,000 is nonrefundable. Eighty percent 
(80%) of the equipment fee to PhR, Inc., is 
refundable if the equipment is returned 
within 30 days of delivery in good working 
order. 


8. Recurring Funds Required to be 
Paid by a Franchisee—§ 436.1(a)(8). 
This provision requires disclosure of 
all fees paid to the franchisor or an af- 
filiated person (or which are imposed 
or collected by either on behalf of a 
third party) other than the initial fees 
discussed in the preceding section. In 
essence these are the funds paid by 
the franchisee to carry on the fran- 
chise business. The recurring fees in- 
clude royalty, lease, advertising, train- 
ing, and sign rental fees and equip- 
ment and inventory purchases. The 
types of recurring payments which are 
required to be disclosed by this section 
are limited only by the variations of 
the business arrangements agreed to 
by the franchisor and the franchisee 
and need not follow a prescribed pat- 
tern defined in the franchise and/or 
related agreements. 

This disclosure should include a list- 
ing and description of the nature and 
amount(s) of any recurring funds, pay- 
ments or fees as well as the recipient 
of the funds, i.e., the franchisor, or an 
affiliated person. The “recurring 
funds” may be described as a percent- 
age of gross sales or as an accurate es- 
timate of dollar amounts, but not nec- 
essarily both. 

If a specific amount of any recurring 
fee is not ascertainable, the disclosure 
may state the range of such fees based 
on the franchisor’s current practices 
or experience. 

The following are examples of the 
types of disclosures required by this 
section: 


Royalty. The franchisee pays to Hudson, 
Inc., a royalty of 6 percent on total gross 
sales. Gross sales include all cash and 
charge room sales made at franchisee’s 
Hudson Inn. 
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Reservation service. The franchisee is re- 
quired to pay Hudson Reservation and 
Travel Service, Inc., an affiliate of the 
franchisor, a charge of $2 per reservation 
obtained through and provided by Hudson 
Reservations. 

Advertising fee. The franchisee will also 
pay Hudson, Inc., an advertising fee of 3 
percent on total gross room sales. 


9. Affiliated Persons the Franchisee 
is Required or Advised to Do Business 
With by the Franchisor—§ 436.1(a)(9). 
The information required to be dis- 
closed by this section is intended to in- 
dicate whether the franchisor controls 
or limits the sources of the franchi- 
see’s supplies. The section requires a 
listing of suppliers which the franchi- 
sor requires or advises the franchisee 
to do business with, where such per- 
sons are affiliated with the franchisor. 

The suppliers required to be identi- 
fied under this section must be affili- 
ated with the franchisor (unless the 
supplier is the franchisor itself). Affili- 
ated persons, as discussed in the intro- 
ductory section to these guides, in- 
clude such persons as_ subsidiaries, 
parent firms, companies over which 
the franchisor exercises control (e.g., 
where the franchisor is a 10 percent 
stockholder), and companies that 
share directors, partners, or key man- 
agement with the franchisor. 

In addition to being affiliated with 
the franchisor, suppliers to be identi- 
fied under this provision must also be 
those with whom the franchisee is “‘di- 
rectly or indirectly required or ad-' 
vised” to do business by the franchi- 
sor. This phrase requires the disclo- 
sure of suppliers with whom the 
franchisee is required to do business 
(i.e., Where such suppliers are the only 
approved source of supply). Where a 
franchisor provides a list of alterna- 
tive suppliers to a franchisee and dir- 
ects that the franchisee must use one 
of them, such group of suppliers 
should also be identified in this sec- 
tion. In addition, where the franchisor 
only recommends or suggests that the 
franchisee use a particular supplier (or 
group of suppliers), such supplier 
should be identified. Such suppliers 
are to be identified whether such re- 
quirements or recommendations are 
made “directly” in the franchise 
agreement or “indirectly” through 
some other device or practice. 

Inherent in this requirement is a 
brief description of the goods or serv- 
ices provided by such suppliers to the 
franchisee. Such buying limitations 
should be distinguished from required 
purchases which must be disclosed 
under the following section 
(§ 436.1(a)(10)). If a franchisee is re- 
quired to purchase, lease, or rent a 
good or service from a specific suppli- 
er, that fact should be disclosed in 
§ 436.1(a)(10) responses. Where a sup- 
plier could be identified under both 
sections, the disclosure statement 
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should identify those persons only 
under § 436.1(a)(10), and indicate in 
§ 436.1(a)(9) that further suppliers are 
noted in the next disclosure section. 

For an example of the kind of infor- 
mation which must be _ disclosed, 
assume the following fact situation: “A 
franchisor is offering a vending ma- 
chine route. The franchisee is required 
to purchase the vending machine from 
the franchisor. The franchisee has the 
choice of a specified number of prod- 
ucts to be distributed from the ma- 
chines, and the sources of those prod- 
ucts are limited by the franchise 
agreement. Acme Co. is the parent 
firm of the franchisor. Ace Products 
Co.’s President is also President of the 
franchisor. Bard Distributors is not 
“affiliated” with the franchisor, but is 
an approved source of fruit juice.” In 
this situation, the following informa- 
tion should be disclosed: 


If the franchisee chooses to vend canned 
food products, such products must be pur- 
chased from Acme Co. If the franchisee 
chooses to vend fruit juice, such juice must 
be purchased from a limited group of suppli- 
ers, including Acme Co. or Ace Products Co., 
both of which are affiliated with the 
franchisor. If the franchisee wishes to vend 
nonfood products, he or she may purchase 
such products from any source (as long as 
they meet our specifications), although we 
recommend that such products be pur- 
chased from Ace Products Co. If the 
franchisee chooses to vend soft drinks, they 
must be purchased from the franchisor. 
Further restrictions on suppliers are noted 
in the next section. 


10. Obligations to #Purchase— 
§ 436.1(a)(10). This section requires a 
description of any real estate, goods, 
or services which the franchisor re- 
quires the franchisee to purchase, 
lease, or rent, which relate to the es- 
tablishment or operation of the fran- 
chise. Such goods or services may in- 
clude, for example, inventories, signs, 
equipment, fixtures, and other sup- 
plies used in the operation of the fran- 
chise. The disclosure should list such 
required purchases, together with a 
brief description of such goods or serv- 
ices, to aid the franchisee in under- 
standing the nature of the goods or 
services which he or she is required to 
purchase. 2 

Goods or services to be disclosed in- 
clude those which must be purchased 
from the franchisor, or according to 
the franchisor’s specifications, or from 
persons “approved” or otherwise speci- 
fied by the franchisor. The franchi- 
see’s obligation to purchase goods or 
services should be disclosed, without 
respect to whether such obligations 
are imposed “directly” in the fran- 
chise agreement, or “indirectly” 
through some other device or practice. 

If the required purchases, leases, or 
rentals must be made from a person or 
group of persons specified by the 
franchisor, the names and addresses of 
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such suppliers should be disclosed in 
conjunction with the goods or services 
they will be providing to the franchi- 
see. 
The section provides that the list of 
required purchases and required sup- 
pliers may be contained in a document 
separate from the disclosure state- 
ment, if it is delivered to the prospec- 
tive franchisee along with the disclo- 
sure statement, and if the disclosure 
statement notes the existence of such 
other document. : 
Examples of disclosures required 
under this provision follow: 


(1) Kiddycare Co. sets minimum quality 
standards and specifications for interior 
design (including carpeting, draperies, wall 
painting) and furnishings, including desks, 
tables, chairs, and lighting. 

The franchisee is réquired to purchase 
toys, educational games, arts and crafts sup- 
plies, playground equipment (including 
swing set, jungle gym, and teeterboards) 
from the franchisor. 

Kiddycare illuminated signs must be pur- 
chased from either Signco Co., 1754 Wilk- 
shire Pike, Oklahoma City, Okla., or Kidco 
Co., 154 Subsidiary Lane, Omaha, Nebr. 

(2) (Assume situation noted in illustration 
to § 436.1(aX9).) Franchisee is required to 
purchase a minimum of three vending ma- 
chines from the franchisor. In addition, 
franchisee is required to purchase at least 
$300 of initial inventory of his or her choice. 


11. Revenues Received by the 
Franchisor in Consideration of Pur- 
chases by a Franchisee—§ 436.1(a)(11). 
The disclosures required by this sec- 
tion are intended to provide the pros- 
pective franchisee with information 
concerning the presence of rebate ar- 
rangements, whenever the franchisor 
requires or advises the franchisee to 
do business with a particular supplier 
or group of suppliers. This section re- 
quires a description of the basis for 
calculations and, if available, the 
actual amount of any revenue or other 
consideration received by the franchi- 
sor or affiliated persons from such 
suppliers. Thus, disclosure as to rebate 
information is limited to those situa- 
tions in which (a) the supplier (or 
group of suppliers) in question is a re- 
quired or advised source of franchisee 
purchases and (b) the rebate in ques- 
tion is received by the franchisor in 
consideration for such purchases. 

As employed in these guides, the 
term “rebate” is intended to refer to 
any revenue or other consideration. 
This term includes cash payments in 
the form of “kickbacks” or commis- 
sions, volume discounts, trade dis- 
counts and advertising allowances, as 
well as other fees passed from the sup- 
plier to the franchisor or affiliated 
persons (as that term is discussed in 
the introductory section of these 
Guides). If the franchisor is receiving 
rebates as the result of such required 
or suggested franchisee purchases, the 
disclosure should state the “basis for 


and, if such information is readily 
available, the amount” of such reve- 
nue or other consideration. For exam- 
ple, if a fast food franchisor receives a 
percentage of the purchase price on 
napkins, cups and bags from a paper 
goods manufacturer with whom it re- 
quires its franchisees to do business, it 
must disclose this fact and the formu- 
la (basis) for such rebates, such as “5 
percent for the first 10,000 units sold, 
6 percent for the next 50,000 units 
sold, 7 percent thereafter.” If, howev- 
er, the franchisor receives $5,000 an- 
nually as a maximum from the paper 
goods manufacturer, this “amount” 
must also be disclosed. 

Examples of the disclosures required 
by this section follow: 


(1) (Assume the facts in the example 
noted at § 436.1(a)(9).) The franchisor re- 
ceives a flat 4 percent commission from 
Acme Co. on all fruit juice sold to franchi- 
sees. In recent years, the total commissions 
received have amounted to $2,500 to $3,000 
annually. 

(2) Food Services Supply Co., an affiliate 
of the Fast Food Co., has an annual dis- 
count arrangement with Herd Ovens, Inc., a 
manufacturer of pizza ovens, under which it 
receives credits or rebates based on 5 per- 
cent of the annual volume of purchases 
made by Fast Food franchisees. The amount 
of this rebate is not readily available at this 
time. 


12. Financing Arrangements— 
§ 436.1(a)(12). This section requires 
the disclosure of information relating 
to financing made available by the 
franchisor or by an affiliated person. 

The disclosures should describe the 
material terms of financing arrange- 
ments offered to the franchisee, where 
such financing is to be made directly 
by the franchisor or an affiliated 
person (as that term is defined in the 
introduction to the Guides), or indi- 
rectly through agents or financial in- 
stitutions. For example, an agreement 
between a lender and a franchisor or 
its affiliates, whereby the lender 
offers financing to the franchisee, con- 
stitutes an indirect offer of financing 
which must be disclosed. Only ‘“‘mate- 
rial” terms (as that term is defined in 
the introduction) of the arrangement 
need be disclosed. Such terms would 
include, for example, the identity of 
the lender; the maximum amount to 
be financed; the annual percentage 
rate of the loan; the term for which fi- 
nancing is available; the nature of any 
security interest which must be 
pledged; whether the indebtedness can 
be prepaid and whether there is a pre- 
payment penalty; whether the pay- 
ment of principal may be accelerated 
upon default; and whether the 
franchisee waives any defenses, con- 
fesses judgment, or agrees to similar 
waivers of rights. Where such terms 
vary over time and from offer to offer 
(as is likely to occur with respect to in- 
terest rates, for example) the franchi- 
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sor should indicate the range of such 
terms which have been offered in the 
recent past... 

In addition, this section of the rule 
requires a disclosure of any payments 
received by the franchisor from any 
person offering financing to a prospec- 
tive franchisee, and from any person 
arranging for financing for a prospec- 
tive franchisee. An example of direct 
franchisee financing would be a situa- 
tion where a franchisor received pay- 
ment from a commercial bank for ar- 
ranging that its franchisee obtain fi- 
nancing from such bank. An example 
of a situation involving arrangements 
for franchisee financing would be 
where a franchisor received payment 
from a mortgage broker who secured 
financing for the franchisee with a 
commercial bank upon the recommen- 
dation of the franchisor. The disclo- 
sure should include a description of 
the terms by which the franchisor re- 
ceives such payments. 

For example, a disclosure under this 
paragraph might appear as follows: 


A cash downpayment of $2,500 of the 
$7,500 franchise fee is required. Financing 
for the balance ($5,000) is available from 
Allied Co., Inc., a subsidiary of the franchi- 
sor. The terms of such financing, which are 
negotiable and subject to change, are con- 
tained in a monthly installment note which 
will bear add-on interest at the rate of 7% 
percent per annum. In the past two years, 
the interest rate has ranged from 8' per- 
cent to 10% percent. 

The note is secured by the equipment on 
the franchisee’s premises; the indebtedness 
may be prepaid in full without prepayment 
penalty; there is no acceleration of payment 
of principal upon default; and the franchi- 
see waives no defenses. The franchisor re- 
ceives no payment from any person offering 
financing, or arranging for the placement of 
financing, for a prospective franchisee. 


13. Restriction of Sales— 
§ 436.1(a)(13). This provision requires 
a description of whether the franchi- 
see is: 

(i) Limited in the type of products or 
services he or she is permitted to sell; 

(ii) Limited in the customers to 
whom he or she may sell; 

(iii) Limited in the geographic area 
in which he or she may sell; 

(iv) Granted territorial protection by 
the franchisor. 

The required information must be 
disclosed whether the information is 
within the terms of the franchise 
agreement or “other device or prac- 
tice” instituted by the franchisor. The 
phrase “other device or practice’”’ is in- 
tending to encompass all facets of the 
franchise relationship including mate- 
rials in ancillary agreements and oper- 
ating manuals. The disclosure must 
also include the salient aspects of the 
particular limitation. With respect to 
restrictions on the franchisees’ sale of 
goods or limitations in the customers 
to whom the franchisee may sell these 
goods, the disclosure must describe (a) 
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any obligation of the franchisee to sell 
or offer only the products or services 
approved by the franchisor (included 
within this description should be a 
statement of the rights of franchisees 
to offer other goods or services and 
the consequences, if any, for so doing); 
(b) the obligation of the franchisee to 
sell or offer each and every good or 
service authorized by the franchisor; 
and (c) any limitation in the custom- 
ers to whom the franchisee may sell 
his goods or services and, if restric- 
tions are imposed, a description of 
such customers and the material as- 
pects of the limitation. 

Pursuant to this part of the rule, the 
franchisor must also state whether the 
franchisee is limited in the geographic 
area in which he or she may offer -or 
sell the franchised goods or products. 
If limitations are placed upon the 
franchisee, the franchisor must, with 
as much specificity as possible, de- 
scribe its general practice in this 
regard. For example, the franchisor 
should describe the typical boundaries 
of such an area, e.g., city, county, 
State, or range of distances. If the 
franchisee is limited to selling goods or 
services from a particular location this 
fact should also be disclosed. If the 
size of the franchisee’s selling area is 
subject to negotiation, this must also 
be indicated. 

The final part of this section re- 
quires disclosure of information re- 
garding exclusive franchisee _ sales 
areas or areas of territorial protection. 
Specifically, the franchisor must dis- 
close (a) whether the area or territory 
granted the franchisee for the sale of 
goods or services is an exclusive area 
or territory and, if so, a statement of 
the typical area or boundary of such 
an area or territory; (b) a description 
of the territorial restrictions imposed 
on the franchisor limiting the number 
of franchises or company-owned out- 
lets for the operation of a business 
using trade names, trademarks, service 
marks, or logos to be used by the 
franchisee within the area or territory 
granted by the franchisor; and (c) a 
description of the territorial restric- 
tions imposed on the franchisor or its 
parent limiting the number of fran- 
chise or company-owned outlets for 
the operation of a business selling or 
leasing ‘“‘the same or similar products 
or services” under different trade 
names, trademarks, service marks, or 
logos within the area or territory 
granted territorial protection by the 
franchisor. For the purpose of this dis- 
closure, the phrase “same or similar 
products” is intended to include prod- 
ucts which are capable of being substi- 
tuted or are competing. For example 
the different varieties of fast food 
fare, i.e., hamburgers, chicken, eitc., 
are essentially interchangeable com- 
modities and the restaurants offering 
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these products are clearly in competi- 
tion. 

The following is an example of the 
type of disclosure required by this 
paragraph: 


The franchise agreement provides that 
the franchisee is required to sell all the 
goods enumerated by Happy Ice Cream Co. 
in its operating manual. The franchisee is 
precluded from offering any goods not spe- 
cifically approved by the franchisor and vio- 
lation of this restriction may result in termi- 
nation of the franchise relationship. The 
franchisee is not limited in the customers to 
whom it may sell the franchise goods. The 
franchisee is restricted to selling on the 
franchise premises and may not, without ex- 
plicit authorization of the franchisor, open 
or operate another outlet. 

A Happy Ice Cream franchisee will be 
granted an exclusive territory, which gener- 
ally encompasses a 5-mile radius from the 
franchised outlet. The specific size of the 
territory is subject to negotiation and will 
be included in the franchise agreement. The 
franchisor will not establish another Happy 
Ice Cream franchise or a company-owned 
Happy Ice Cream store within the exclusive 
territory. Additionally, the franchisor will 


.not establish or operate a company-owned 


outlet or grant a franchise to sell similar 
products under a different trade name or 
mark within the franchisee’s exclusive terri- 
tory. 


14. Personal Participation Required 
of the Franchisee in the Operation of 
the Franchise—§ 436.1(a)(14). This sec- 
tion requires a statement of the extent 
to which the franchisee’s personal par- 
ticipation is required by the franchisor 
in the direct operation of the fran- 
chise. A brief description of the type 
of activities which constitute such par- 
ticipation should be included. If the 
franchisee is not an individual but a 
corporation or other business entity, 
the statement should indicate whether 
any person affiliated with the franchi- 
see must personally participate in the 
direct operation of the franchised 
business. 

An example of the type of disclosure 
required by this part of the rule fol- 
lows: 


An individual franchisee is required to be 
on the premises of the franchise business at 
least 4 hours a day, and to be available 
during the remaining 6 hours of operation. 
While on the business premises, the franchi- 
see manages, supervises employees, and, de- 
pending on customer traffic, assists in the 
servicing of customers. The franchisor does 
not require any personal participation of 
any person affiliated with a corporate 
franchisee. 


15. Termination, Cancellation, and 
Renewal of the Franchise—§ 436.1 
(a)(15). This section requires the dis- 
closure of information concerning the 
rights and obligations of the franchi- 
sor and franchisee upon termination, 
modification, or renewal of the fran- 
chise. 

The disclosure should state the ini- 
tial term (i.e., duration) of the fran- 
chise agreement, and any other agree- 
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ments relating to the establishment or 
the operation of the franchise (such as 
leases), and indicate whether the term 
is or may be affected by such other 
agreements. 

The disclosure should also include 
information relating to renewal or ex- 
tension of the initial franchise agree- 
ment, indicating the conditions under 
which the franchisee may renew or 
extend and the conditions under 
which the franchisor may refuse to do 
so. The information should include a 
brief description of any procedures to 
be used by the franchisor or the 
franchisee (e.g., notice provisions) in 
connection with the renewal or exten- 
sion of the franchise. If the terms of 
the franchise agreement may be mate- 
rially modified in granting an exten- 
sion or renewal, this fact should be so 
noted. 

Similarly, the disclosure should in- 
clude information concerning the con- 
ditions under which the franchisor 
and franchisee may terminate the 
franchise. In addition, the statement 
should describe the obligations of the 
franchisee after (1) termination by the 
franchisor, (2) termination by the 
franchisee, or (3) expiration of the 
franchise. This information should in- 
clude, for example, a description of 
the obligations of the parties as to 
lease or sublease of the premises, in- 
ventory, disposition of equipment or 
real estate, and financing arrange- 
ments with the franchisor. Other ma- 
terial restrictions or obligations relat- 
ing to termination should be disclosed. 

An important part of the disclosure 
relating to termination (or the refusal 
to renew the franchise) is a descrip- 
tion of the franchisee’s interest upon 
termination. This information should 
include a description of what interest 
the franchisee has upon termination 
or refusal to renew, and what means 
are used to determine such interest, 
including valuation of leases, assets of 
the business, and goodwill. 

Subsection (viii) requires a descrip- 
tion of the conditions under which the 
franchisor may repurchase all or a 
part interest in the franchise at the 
expiration of the franchise agreement 
or when the franchisee wishes to sell 
his interest. The disclosure should in- 
dicate whether the franchisor has an 
exclusive option or right of first refus- 
al. The means by which the repur- 
chase price will be determined should 
be described, including the disclosure 
of whether there will be an independ- 
ent appraisal of the franchise, wheth- 
er the repurchase price will be deter- 
mined by a predetermined formula, 
and whether there will be a recogni- 
tion of goodwill and other intangibles. 

The disclosures should also include a 
description of the rights of the 
franchisee and franchisor to sell or 
assign their respective interests in the 
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franchise, including whether such 
rights are dependent upon any condi- 
tions or contingencies. 

Subsections (xi) and (xii) require the 
disclosure of the conditions under 
which the franchisor and franchisee 
may modify the franchise agreement 
and any related agreements. 

The disclosures should also include a 
description of the rights of the 
franchisee’s heirs or representative 
upon the franchisee’s death or inca- 
pacity. 

Finally, this section requires the dis- 
closure of the terms of any covenant 
not to compete contained in the fran- 
chise agreement and any related 
agreement. This disclosure should in- 
clude the geographic restrictions, re- 
strictions on the types of business and 
positions that may be engaged in by 
the franchisee, and any applicable 
time period, for covenants applicable 
both during and after the term of the 
franchise agreement. 

The following is an illustrative ex- 
ample of the disclosure required by 
this provision: 


The initial term of the Bull-Pen franchise 
agreement is 10 years from the date of ex- 
ecution. The term is subject to the renewal 
of a 7-year lease of the premises; further, if 
the lease is terminated for any cause, MAR, 
Inc. (franchisor) has the right to terminate 
the franchise agreement before the expira- 
tion of the initial term. No other agreement 
affects the initial term of the franchise. 

Upon expiration of the initial term, the 
franchisee has the right to renew the fran- 
chise for an additional 5 years by the execu- 
tion of a new agreement, and all other legal 
instruments and documents necessary to 
renew the agreement. These agreements, in- 
struments, and documents may materially 
differ from those presently used by MAR, 
Inc. 

However, MAR, Inc. has the right to 
refuse to renew the franchise if the franchi- 
see has been cited more than twice during 
the initial term for failure to comply with 
MAR’s quality control standards. If MAR, 
Inc., intends to refuse to renew the fran- 
chise, it will notify the franchisee in writing 
90 days before the expiration of the fran- 
chise agreement. 

The franchisee may terminate the agree- 
ment if MAR, Inc. fails to comply with any 
of the provisions of the agreement, and if 
the franchisee notifies MAR, Inc. of such 
failure, giving MAR, Inc. 60 days to cure the 
failure. If MAR, Inc. does not comply to the 
franchisee’s ‘satisfaction during that period, 
the franchisee may terminate the agree- 
ment 45 days thereafter. The franchisee 
may also terminate the franchise agreement 
if MAR, Inc. has failed, within 1 year after 
execution of the agreement, to construct a 
Bull-Pen Restaurant for the franchisee. 
MAR, Inc. may terminate the franchise in a 
number of situations: (1) If the franchisee 
fails to conform to the terms of the agree- 
ment relating to the use of the trademark 
“Bull-Pen”; (2) if the lease on the. premises 
is terminated for any reason; (3) if the 
franchisee files a petition in bankruptcy or 
makes an assignment for the benefit of 
creditors; or (4) if the franchisee fails to 
comply with any provision of the franchise 


agreement, provided that MAR, Inc. notifies 
the franchisee in writing of such failure and 
gives the franchisee 60 days to correct such 
failure. If the franchisee fails to correct the 
situation, MAR, Inc. may terminate the 
franchise 30 days thereafter. 

The obligations of the franchisee after 
the termination of the franchise (either by 
the franchisor or the franchisee) and the 
expiration of the franchise are as follows: © 

(1) Franchisee is obligated to pay royal- 
ties, advertising fees, and other charges 
owed to franchisor, 

(2) Franchisee shall not hold himself out 
as a “Bull-Pen” franchisee, and shall cease 
the use of trademarks, processes, materials, 
methods, or promotional materials provided 
by MAR, Inc.; he shall take all necessary 
steps to disassociate himself from “Bull- 
Pen”, including the removal of signs, de- 
struction of letterheads, changing of tele- 
phone listings, etc., 

(3) Franchisee shall return to franchisor 
all manuals and training and promotional 
aids, and 

(4) Franchisee shall assign the remainder 
of the lease to franchisor. 

The franchisor shall purchase from the 
franchisee, at fair market values determined 
by the franchisor, all inventory, supplies, 
and equipment on the premises. The 
franchisee receives no payment for equity 
with regard to the Bull-Pen trademark, nor 
for goodwill established either prior to or 
during the operation of the franchise. 

MAR, Inc. has an option to purchase the 
franchisee’s right, title, and interest in and 
to the business developed under the Bull- 
Pen trademark upon the expiration of the 
agreement or the termination of the fran- 
chise. The purchase price will be the fair 
market value of the assets being purchased, 
as determined by the franchisor. There will 
be no independent appraisa! of the assets, 
and no predetermined formula for the ap- 
praisal. There will be no payment in recog- 
nition of goodwill or other intangibles. If 
the franchisor declines to exercise the 
option to repurchase, franchisee is permit- 
ted to offer the franchise for sale to third 
parties who meet the approval of the 
franchisor. 

During the term of the agreement, the 
franchisee may not sell, assign, transfer, 
convey, or encumber any interest in the 
Bull-Pen franchise without prior written 
consent of MAR, Inc. All approvals shall be 
subject to such terms and conditions as may 
be prescribed by MAR, Inc. 

MAR, Inc. has the right to assign the 
agreement in whole or in part in its discre- 
tion. 

The agreement may be modified only if 
MAR, Inc. and franchisee agree to the modi- 
fication in writing. In the event of the death 
or incapacity of the franchisee, the franchi- 
sor has an option to purchase the franchise 
in the same manner as noted above with re- 
spect to repurchase upon termination or ex- 
piration of the franchise agreement. The 
franchise agreement provides that the 
franchisee shall not engage or have any fi- 
nancial interest in a business selling goods 
or services sold under the franchise agree- 
ment for a period of 2 years from termina- 
tion, transfer, or expiration of the fran- 
chise, within a 10-mile radius of that fran- 
chise. 


16. Statistical Information Concern- 
ing the Number of Franchises (and 
Company-Owned Outlets)—§ 436.1 
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(aX(16). This paragraph requires dis- 
closure of the total number of operat- 
ing franchises and company-owned 
outlets of the franchisor, as well as 
the number of such franchises which 
the franchisor has terminated, failed 
to renew or reacquired during the pre- 
ceding fiscal year. 

The initial required items are the 
total number (stated separately) of 
the franchised and company-owned 
outlets operating at the-end of the 
franchisor’s preceding fiscal year. This 
is followed by a closely related item re- 
quiring the names, addresses, and tele- 
phone numbers of _ representative 
franchisees. The Commission has pro- 
vided franchisors with alternative 
means of providing this information. 
First, the franchisor may provide the 
required information as to the 10 fran- 
chised outlets nearest the prospective 
franchisee’s intended location. The 
term “nearest” is intended to indicate 
those franchise units closest geo- 
graphically to the prospective franchi- 
see’s location in terms of the normal 
driving distance by automobile. If the 
franchisee has less than 10 operating 
franchised outlets, he must disclose 
the requisite information with respect 
to all such outlets. Second, the disclo- 
sures may be made as to all franchi- 
sees; or for all franchisees located 
within the State in which the prospec- 
tive franchisee lives or is to be located, 
if at least 10 franchisees would be dis- 
closed thereby. Further, where the 
number of such franchisees exceeds 
50, the rule provides that the required 
information may be incorporated in a 
separate document. However, a 
franchisor preparing this type of docu- 
ment must expressly state its exist- 
ence in this section of the prospectus 
and deliver it to the prospective 
franchisee in conjunction with the dis- 
closure statement at the appropriate 
time. 

The remaining disclosures required 
by this provision relate closely to the 
information required with respect to 
renewal, sale, or termination in the 
preceding section (§ 436.1(a)(15)). Spe- 
cifically, the franchisor is required to 
disclose the number of franchises 
which, during the prior fiscal year, 
were “voluntarily terminated” or not 
renewed by franchisees (either during 
or at the end of the franchise agree- 
ment). The term “voluntarily termi- 
nated or not renewed” refers only to 
those situations in which a franchisee 
voluntarily dispenses with his or her 
interest in a franchise, such as where a 
franchisee decides on his or her own 
accord to go out of business or into an- 
other line of business. 

This section of the rule also requires 
a series of disclosures directed at the 
franchisor’s regaining the franchise or 
concluding the franchise relationship, 
and is limited to those events occur- 
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ring in the previous fiscal year. First, 
the franchisor must disclose the 
number of franchises which it reac- 
quired through voluntary purchase 
from the franchisee. Second, the 
franchisor is required to state the 
number of franchises “otherwise reac- 
quired” by the franchisor. This provi- 
sion is intended to include reacquisi- 
tions such as those resulting from 
bankruptcy of the franchisee or a “re- 
version” triggered by the death or in- 
capacity of the franchisee. Third, the 
franchisor must disclose the number 
of franchises which it has refused to 
renew by means of the franchise 
agreement or any ancillary agree- 
ments (e.g., lease or purchasing agree- 
ments). Fourth, the franchisor is re- 
quired to provide the number of fran- 
chises that it has terminated or can- 
celed. In addition to the number of 
franchises reacquired, refused renew- 
al, terminated, or canceled, the 
franchisor must also state the general 
reason or reasons for such action. Ex- 
amples of the brief description re- 
quired by this section are “failure to 
comply with quality control stand- 
ards” or “failure to make sufficient 
sales.”’ The franchisor is not required 
to provide either the name of the 
franchisee subject to such action or 
any other identifying information as 
to individual franchisees in this gener- 
al categorization. 
An illustrative disclosure follows: 


As of December 31; 1977, Hudson, Inc. has 
212 franchised Hudson Inns and 14 compa- 
ny-owned outlets in operation. A list of the 
names, addresses, and telephone numbers of 
all franchisees is attached hereto as Appen- 
dix C. 

In the preceding fiscal year, 5 franchisees 
chose not to renew their franchise at the 
conclusion of their franchise agreements 
and 6 franchisees terminated their fran- 
chise relationship during the term of the 
franchise agreement. During the same 
period, Hudson, Inc. has repurchased 6 fran- 
chises during the term of the franchise 
agreement, exercising its right of first refus- 
al. In addition, Hudson, Inc. has reacquired 
2 franchises resulting from the bankruptcy 
of the franchisee. 

Hudson, Inc. has not refused to renew any 
of its franchises during the previous fiscal 
year. It has, however, terminated 3 fran- 
chised outlets; 2 of these were terminated 
for failure to comply with the franchisor’s 
quality control standards, and 1 for having 
failed to maintain his bookkeeping system 
in accordance with the franchise agreement. 


17. Site Selection—§ 436.1(a)(17). 
The disclosures required by this para- 
graph concern the selection or approv- 
al of a site for the proposed franchise 
outlet and should be based on the 
franchisor’s experience in the prior 
fiscal year. If site selection is involved 
in the franchise relationship, the 
franchisor must state the range of 
time between the signing of the fran- 
chise agreement (or other agreements 
relating to the franchise) and the final 
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selection of a site. Additionally, if the 
franchisor provides operating outlets 
(i.e., turnkey operations) it must also 
disclose the range of time between the 
signing of the franchise agreement 
and the commencement of _ the 
franchisee’s business. The require- 
ments of this paragraph are to be 
broadly construed and are applicable 
regardless of whether the franchisor is 
bound by the franchise agreement or 
related agreement, so long as the 
franchisor maintains control of the 
site selection or approval thereof. If 
the franchisor is not required to pro- 
vide an operating outlet or if site selec- 
tion or approval thereof is not in- 
volved, then the franchisor should in- 
clude a statement to that effect as 
part of this disclosure. Furthermore, 
this section is not intended to include 
simple location clauses (for example, 
by city or State) in license agreements 
whereby the actual location is primar- 
ily within the discretion of the 
franchisee. 

In disclosing the ranges of time, the 
disclosure statement may include a 
distribution chart using meaningful 
classifications for the data therein 
presented. This chart may show differ- 
ent ranges of time depending on size 
or location, e.g., highway, shopping 
center, urban, rural, etc. 

An example of the information to be 
disclosed follows: 


The average length of time between the 
signing of the franchise agreement and the 
selection of a site for the Doe Burger Res- 
taurant franchise is 2 to 4 months. The typi- 
cal length of time between the signing of 
the franchise agreement and the opening of 
the franchisees’ business is 6 to 8 months 
(or approximately 4 months after the site is 
selected). 7. 


18. Training Programs—§ 436.1(a) 
(18). This paragraph requires disclo- 
sures relating to the franchisor’s train- 
ing program. It is limited in scope to 
the training the franchisor offers (or 
claims to provide) at the beginning of 
the franchise’ relationship. The 
franchisor is required to disclose (a) 
the type and nature of the initial 
training; (b) the minimum amount, if 
any, of training that will be provided; 
and (c) the cost, if any, to be borne by 
the franchisee for such training. 

By “type and nature,” the Commis- 
sion intends that franchisors should 
describe the general content of the ini- 
tial training program, including all ele- 
ments of such training. Among the 
factors that should be disclosed are 
the location of the training program 
(e.g., franchisor’s headquarters, fran- 
chised outlet, by mail, etc.) the per- 
sons for whom training is either avail- 
able or required (e.g., franchisee, man- 
ager, or employees), the instructional 
method, and whether the franchisor 
requires the trainee to attain a stated 
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level of performance (e.g., satisfactory 
completion). 

In addition to describing the mini- 
mum amount of time the franchisee 
will be trained, the franchisor must 
also disclose the costs the franchisee 
incurs for obtaining training. This dis- 
closure should include the charges for 
the training and materials and a state- 
ment of whether the franchisee is re- 
sponsible for payment of transporta- 
tion and lodging costs for such train- 
ing. Where the exact cost to the 
franchisee cannot be predicted accu- 
rately or without undue burden, the 
approximate cost may be provided, so 
long as the tentative character of the 
amount is made clear within the dis- 
closure. 

Following is an example of the type 
of disclosure required by this para- 
graph: 


The management training program of the 
franchisor is conducted at Doe’s Manage- 
ment Center, located in Neptune, N.J. The 
center provides a training program which 
combines both classroom instruction and 
training in a special company-owned outlet. 
Classroom instruction covers food prepara- 
tion, equipment operation, cost control, 
stock ordering, accounting principles, and 
basic techniques of management. In addi- 
tion to classroom instruction, an on-the-job 
training course is mandatory for each 
franchisee and each person responsible for 
the daily operation of a Doe Burger's Res- 
taurant. Successful completion of the train- 
ing course is necessary prior to opening of 
the franchise. The minimum amount of 
training that the franchisee will receive is 2 
weeks. The training program is offered free 
of charge to the franchisee and his/her su- 
pervisory employees; except that the 
franchisee is responsible for costs such as 
room, board, and transportation. 


19. Public Figure Involvement in the 
Franchise—§ 436.1(a)(19). This para- 
graph requires the disclosure of the 
role of a “public figure” if his or her 
name is (1) used as part of the name of 
the franchise operation, (2) used in 
connection with a recommendation to 
purchase a franchise, or (3) stated to 
be involved with the management of 
the franchisor. The term “public 
figure” refers to a person whose iden- 
tity would be known to a substantial 
portion of the public either nationally 
or within the geographic area in which 
the franchise is sold. These individuals 
are generally persons who have 
achieved prominence in sports, enter- 
tainment, or public affairs. The term 
does not include nonliving or fictiona- 
lized characters. 

Franchisors should note that this 
section is intended to apply to public 
figure representations involved in the 
sale of a franchise, rather than to rep- 
resentations concerning the sale of 
products or services distributed by 
that franchise. Thus, the mere en- 
dorsement by a public figure of a prod- 
uct manufactured, sold, or distributed 
by a franchisor would not fall within 
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the disclosure required by this section, 
unless the endorsement is at the same 
time concerned with the sale of the 
franchise or unless the impression of 
that individual’s affiliation with the 
franchisor’s management has been 
conveyed. It should also be empha- 
‘sized that this section does not require 
disclosure in every instance in which a 
public figure has involvement with the 
management of the franchise business. 
For example, the fact that such a 
public figure occupies the position of 
director of a particular franchise com- 
pany will not in and of itself trigger 
the disclosure provisions of this sec- 
tion. Rather, such an individual affili- 
ation with the franchisor need only be 
disclosed to prospective franchisees 
where it is a material part of the im- 
pending sales transaction, i.e., it is 
used in connection with a recommen- 
dation to purchase a franchise, as part 
of the name of the franchise cper- 
ation, or as a communicated factor in 
describing the management structure 
of the franchisor. 

If the requisite ‘‘public figure’ in- 
volvement is present, the franchisor 
must disclose: 

(i) The nature and extent of the 
public figure’s involvement and obliga- 
tions to the franchisor, including but 
not limited to the promotional assist- 
ance the public figure will provide to 
the franchisor and to the franchisee; 

(ii) The total investment of the 
public figure in the franchise oper- 
ation; and 

(iii) The amount of any fee or fees 
the franchisee will be obligated to pay 
fer such involvement and assistance 
provided by the public figure. 

With respect to the “nature and 
extent of the public figure’s involve- 
ment,” the franchisor should describe 
the terms of any agreement or con- 
tract with the public figure including 
the compensation or benefits paid or 
promised for the use of the individ- 
ual’s name in the franchise business or 
in the endorsement for the sale of a 
franchise. Additionally, this disclosure 
would include a description of any 
rights the franchisee may have to use 
the name of the public figure in his 
promoticnal efforts or edvertising and 
a statement describing any agreement 
restricting the use of the name of the 
celebrity to any specific type of 
medium. If the public figure is stated 
to be involved with the actual manage- 
ment of the franchisor, the statement 
should describe the position, duties, 
and function of such person. 

The franchisor must also disclose 
the total investment, if any, cf the 
public figure in the franchise oper- 
ation, including a description of the 
type of investment, e.g., common 
stock, notes, etc. This section must 
also contain a description of any 
charges that the franchisee must pay 


to use the name or receive assistance 
from the public figure. 

An example of the type of disclosure 
required by this part of the rule fol- 
lows: ; 

MAR, Inc., the franchisor, has a 20-year 
exclusive agreement with the noted baseball 
player Phil Bull to use his name and like- 
ness in the promotion of Bull-Pen Restau- 
rant franchises. A likeness of Mr. Bull will 
appear on all outdoor signs, napkins, and 
placemats. Mr. Bu! will receive $250,000 per 
year in compensation. Mr. Bull is obligated 
to make 12 commercials per year for nation- 
al circulation and is obligated to appear at 
the grand opening of each Bull-Pen Resiau- 
rant. Mr. Bull has not invested in the fran- 
chise operation. The services outlined above 
are provided by the franchisor as part of 
the franchise agreement. 


20. Financial Information— 
§ 436.1(a)(20). This paragraph of the 
rule requires the disclosure statement 
to include a balance sheet (statement 
of financial position) for the franchi- 
sor’s most recent fiscal year, an 
income statement (statement of re- 
sults of operations) for the most 
recent 3 fiscal years, and a statement. 
of changes in financial position for the 
most recent 3 fiscal years. These fi- 
nancial statements are required to 
have been examined in accordance 
with generally accepted auditing 
standards by an independent certified 
or licensed public accountant. An “‘in- 
dependent licensed public accountant” 
is an accountant who is permitted 
under the laws of his or her State to 
prepare opinions on audited state- 
ments and is independent of the com- 
pany being examined. 

The Commission has incorporated 
into this requirement the generally ac- 
cepted standards of the accounting 
profession with respect to accounting 
principles and auditing standards. 
Sources of support for generally ac- 
cepted accounting principles include 
statements and interpretations of the 
Financial Accounting Standards Board 
(FASB), and the opinions of its prede- 
cessor, the Accounting Principles 
Board (APB), standards of the Cost 
Accounting Standards Board (CASB), 
American Institute of Certified Public 
Accountants (AICPA) accounting re- 
search bulletins (ARB’s), and account- 
ing series releases (ASR’s) of the Secu- 
rities and Exchange Commission. 
Other relevant authoritative sources 
include AICPA accounting interpreta- 
tions, AICPA industry audit guides 
and accounting guides, APB state- 
ments, AICPA statements of position, 
rulings of the U.S. Supreme Court, 
rulings by the Secretary of the Treas- 
ury, pronouncements of professional 
associations (e.g., American Account- 
ing Association) and regulatory agen- 
cies. Business practice is also a source 
of evidence, although it ranks at the 
bottom of a hierarchical scheme of 
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generally accepted accounting princi- 
ples. 

Of particular importance for 
franchisors in preparing statements 
for the rule is the AICPA Industry Ac- 
counting Guide, “Accounting Fran- 
chise Fee Revenue’”’ (December 1972), 
which establishes certain standards 
for reporting franchise fee revenue 
and for disclosures in financial state- 
ments. 

Financial statements which are pre- 
pared for filing with the Securities 
and Exchange Commission in accord- 
ance with SEC Regulation S-X and 
the SEC’s accounting series releases, 
fulfill the requirements of § 436.1 
(a)(20), even though they may differ 
in minor respects from “generally ac- 
cepted accounting principles.” 

The financial statements should or- 
dinarily be those of the franchisor. 
However, where the franchisor is a 
subsidiary of another company, the 
parent company’s audited financial 
statements may be substituted for the 
franchisor’s statements, where they 
are prepared on a combined or consoli- 
dated basis according to generally ac- 
cepted accounting principles. If the 
parent’s combined or _ consolidated 
statements are used, however, the 
franchisor’s unaudited statements 
must also be included, and the parent 
must absolutely and irrevocably agree 
to guarantee all obligations of the 
franchisor. This guarantee should not 
appear in the disclosure statement 
itself. The unaudited statements 
should clearly indicate that they have 
not been audited by an independent 
certified or licensed public accountant. 

Some franchisors or their parents 
may not have audited statements for 
the fiscal years to be reported when 
they are first required to prepare a 
disclosure statement. These would in- 
clude, for example, franchisors with- 
out prior operating experience or es- 
tablished franchisors who have not 
previously been required to report 
such information prior to complying 
with the rule. In such circumstances, 
§ 436.1(a)(20)(ii) allows unaudited fi- 
nancial statements to be used. Such 
unaudited information should be ac- 
companied by a clear and conspicuous 
disclosure that the information is un- 
audited. However, the rule limits the 
length of time such unaudited state- 
ments can be’ used. Paragraph 
(a)(20)(ii) requires that financial state- 
ments for the first year following the 
date on which the franchisor is first 
required to comply with the rule con- 
tain a balance sheet opinion prepared 
by an independent certified or licensed 
public accountant. A franchisor is 
“first required to comply with the 
rule” when it is required to distribute 
its first disclosure statement to a pros- 
pective franchisee. Thus, a franchisor 
who is no longer actively recruiting 
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franchisees need not prepare such 
statements until such time as it re- 
sumes recruiting. A “balance sheet 
opinion,” in accounting terminology, 
consists of an opinion by an independ- 
ent certified or licensed public ac- 
countant that the balance sheet pre- 
sents fairly the facts therein, and that 
the accountant has performed the 
analyses and examinations required by 
generally accepted accounting princi- 
ples. Financial statements for the fol- 
lowing fiscal year should be fully au- 
dited. 

In operation, subsection (ii) is in- 
tended to give franchisors at least 2 
complete fiscal years to begin report- 
ing on an audited basis. For example, a 
franchisor might be required to fur- 
nish the disclosure document to a 
prospective franchisee in the middle of 
its 1980 fiscal year. At that time, the 
disclosure statement must include an 
audited balance sheet for the franchi- 
sor’s fiscal 1979. If the statement has 
not been prepared on an audited basis, 
however, an unaudited balance sheet 
for 1979 may be used. At the close of 
the fiscal year 1980, the franchisor has 
90 days to prepare a revised disclosure 
statement. After that date, the disclo- 
sure document must contain financial 
information concerning the franchi- 
sor’s fiscal 1980 year. Since the 
franchisor’s fiscal 1980 was not a full 
fiscal year from the date when the 
franchisor was first required to 
comply with the rule (i.e., give out a 
disclosure document), however, the 
franchisor is not required to report au- 
dited financial statements for the 
fiscal year 1980 (unless they were in 
fact prepared). However, financial 
statements for fiscal year 1981—to be 
contained in disclosure statements dis- 
tributed in fiscal year 1982—must con- 
tain at least a ‘‘balance sheet opinion,” 
and financial statements for the fol- 
lowing fiscal year (fiscal year 1982) 
must be fully audited and reported in 
disclosure statements distributed in 
fiscal year 1983. 

While § 436.1(a)(20)(i) calls for an 
income statement (statement of re- 
sults of operations) and a statement of 
changes in financial position for each 
of the most recent 3 fiscal years, the 
rule does not require that such past 
information be audited if it has not in 
fact been audited. The obligation to 
report audited information arises only 
as financial statements are prepared 
on an audited basis, within the period 
set out in paragraph (a)(20)(ii). In the 
example noted above the franchisor in 
fiscal 1983 would included audited 
statements for fiscal 1982, and unau- 
dited income statements and state- 
ments of changes in financial position 
for fiscal 1981 and 1980, indicating 
that such statements are unaudited. 

Where material changes occur in the 
information contained in the financial 
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statements—i.e., changes which have a 
substantial likelihood of affecting a 
reasonable franchisee’s investment de- 
cision or which have a significant 
impact on a franchisee—the franchisor 
is required to give the prospective 
franchisee updated information as dis- 
cussed in the introduction to the 
guides. Such updated information 
need not be audited; however, if unau- 
dited, it should indicate clearly that it 
is unaudited. 

C. Claims About Franchise Sales, 
Income, or Profits. 1. Requirements 
and Prohibitions Concerning Forecasts 
of a Prospective Franchisee’s Sales, 
Income, or Profits—§ 436.1 (b) and (d). 
Section 436.1 (b) and (d) restrict the 
use of forecasts or projections of a 
prospective franchisee’s sales, income, 
or profits. Such forecasts are prohibit- 
ed unless they meet the substantive 
criteria set out in § 436.1(b), and unless 
the franchisee is given a forecast dis- 
closure document which discloses the 
bases and assumptions for the claim. 
The rule does not by any means re- 
quire such forecasts to be made, and 
the franchisor is perfectly free not to 
make such claims. 

a. Scope of § 436.1(b): Types of Repre- 
sentations Covered. Representations 
which are subject to paragraph (b) are 
those which forecast or project a ‘‘spe- 
cific level” of sales, income, gross or 
net profit for a particular prospective 
franchisee, or state “other facts which 
suggest such a special level.’’ The term 
‘specific level’”’ means either a specific 
figure (e.g., ‘‘$10,000 profit’’ or ‘‘sales 
volume of $250,000’) or a _ specific 
range (e.g., “up to $25,000 per year 
income”, ‘$30,000 to $50,000 profit 
yearly”). The phrase “other facts 
which suggest such a specific level” in- 
cludes representations that do not 
mention specific figures or ranges but 


which state facts from which a pros- 


pective franchisee could easily infer a 
specific figure or a specific range of 
income, sales, or profits. For example, 
a claim that a particular franchisee 
would get 100 percent return on his in- 
vestment in the first year of operation 
clearly implies a specific level of profit 
and would be subject to this para- 
graph. However, mere “puffing” 
claims like “Great earnings opportuni- 
ty!” would not be covered because they 
do not suggest a specific figure or 
range of sales, income, or profits. 
Paragraph (b) applies to all repre- 
sentations, of potential sales, income, 
or profits made to a _ prospective 
franchisee, whether oral, written, or 
visual, which are made by a franchi- 
sor, a franchise broker, or any agents, 
representatives, or employees thereof. 
Paragraph (b) does not apply to indi- 
rect forecasts that arise from repre- 
sentations about the performance of 
existing franchisees. Clearly, past per- 
formance is relevant to any franchi- 


FEDERAL REGISTER, VOL. 43, NO. 246—THURSDAY, DECEMBER 21, 1978 





59748 


see’s assessment of his or her future 
chances for success. However, the 
Commission has chosen to treat such 
respresentations separately in para- 
graph (c). Although claims of past per- 
formance may be viewed as indirect 
forecasts of future performance, the 
rule provides that such claims need 
not comply with paragraph (b). 

The rule does not limit the format 
for forecasts about sales, income, or 
profit. Franchisors may choose, for ex- 
ample, to forecast a specific figure of 
income, sales, or profit for a particular 
period in the future for the prospec- 
tive franchisee (e.g., “sales of $25,000 
in franchisee’s first year of oper- 
ation’). Alternatively, the franchisor 
may present such information accom- 
panied by ranges (e.g., “sales volume 
between $100,000 and $155,000 for the 
franchisee’s first year’’) or probabilis- 
tic statements. In most circumstances, 
however, ranges and probabilistic 
statements should not be used alone, 
but to supplement specific figures rep- 
resenting the single most probable 
forecasted result. The Commission en- 
courages the use of ranges and proba- 
bilistic statements where such infor- 
mation will help prospective franchi- 
sees understand the tentative nature 
of the forecast and the risk of relying 
on it. 

The AICPA publication, “Statement 
of Position on Presentation and Dis- 
closure of Financial Forecasts” 
(August 1975) suggests that financial 
forecasts be presented in the format of 
the historical financial statements ex- 
pected to be issued, e.g., statements of 
financial position, results of oper- 
ations, and changes in financial posi- 
tion. The Commission does not intend 
to limit the format of forecasts in this 
manner, but recognizes the value of 
such documents as planning tools and 
encourages their use. 

b. Substantive Requirements: Rea- 
sonable Basis, Substantiation, and Ge- 
ographic Reievance. (i) The Reason- 
able Basis Requirement. The rule re- 
quires forecasts and projections to 
have a “reasonable basis’ when made. 
In addition, the franchisor must have 
in its possession material which consti- 
tutes a reasonable basis at the time 
the representation is mace. In other 
words, a forecast must be based on 
facts in the franchisor’s possession 
which provide a reasonable basis for 
the conclusion that the forecasted out- 
come is highly probable to be realized. 
A forecast which meets this standard 
(and the other requirements of the 
rule) has a reasonable basis even if it 
subsequently proves to be inaccurate. 

What constitutes a “reasonable 
basis” for a particular forecast is a 
question of fact which necessarily de- 
pends on the nature of the forecast 
itself. Of particular importance in de- 
termining the existence of a reason- 
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able basis are the standards estab- 
lished by two publications prepared by 
the AICPA for the preparation of fi- 
nancial forecasts. These publications 
are “Statement of Position on Presen- 
tation and Disclosure of Financial 
Forecasts” (August 1875), AICPA 
(Pub. 75-4), and “Guidelines for Sys- 
tems for the Preparation of Financial 
Forecasts,” Series No. 3 (1975). 

The AICPA Statement and AICPA 
Guidelines suggest a number of crite- 
ria which contribute to the reason- 
ableness of a forecast. In identifying 
factors below which constitute ele- 
ments of a “reasonable basis,” the 
Commission is not attempting to rigid- 
ly define ‘reasonable basis” but 
merely intends to provide illustrations 
of the types of considerations which 
are relevant. The “state of the art” of 
forecasting precludes any inflexible 
approach to the definition of a “rea- 
sonable basis.’’ Such factors include: 

(1) The quality of information upon 
which the forecast is based; 

(2) The degree to which the infor- 
mation upon which the forecast is 
based is the best information reason- 
ably available to the franchisor at the 
time the forecast was made; 

(3) The degree to which the forecast 
is the single most probable result, 
given the information and assump- 
tions on which the representation is 
based; 

(4) The degree to which the assump- 
tions on which the forecast is based 
are, in themselves, reasonable and 
suitably supported; 

(5) Whether the forecast has been 
prepared with appropriate care and by 
qualified personnel; and 

(6) The degree to which previous 
forecasts have been accurate in pre- 
dicting subsequent events. 

(ii) The Substantiation Require- 
ment. Section 436.1(b)(2) requires, in 
addition to a reasonable basis, that the 
franchisor have in its possession mate- 
rials which constitute the reasonable 
basis for the forecast. This require- 
ment simply means that the franchi- 
sor should have the facts on which the 
representation is based in a physical 
form in its possession at the time the 
representation is made. This could in- 
clude, for example, market studies, 
statistical analyses, franchisee profit 
and loss statements, and similar types 
of information which are custemarily 
relied upon by prudent persons in the 
course of making business decisions. 

The rule also requires that this sub- 
stantiating material be made available 
to any prospective franchisee and to 
the Commission or its staff upon rea- 
sonable demand. The franchisor or 
franchise broker must disclose in con- 
junction with any representation that 
such material is available to the pros- 
pective franchisee. However, to protect 
franchisees from the unwarranted dis- 


closure of sensitive financial informa- 
tion, the rule provides that informa- 
tion reasonably likely to lead to the 
disclosure of any specific franchisee’s 
identity need not be disclosed to the 
prospective franchisee as a conse- 
quence of this section. For example, if 
a representation is based in part on a 
franchisee’s financial statements, the 
franchisor could delete the identity of 
the franchisee from the financial 
statements before making them availa- 
ble to prospective franchisees. This 
limitation, however, does not apply to 
disclosures made to the Commission or 
its staff. 

(iii) Geographic Relevance Require- 
ment. Paragraph (b)(1) requires fore- 
casted sales, income, or profit of pros- 
pective franchisees to be “relevant to 
the geographic market” in which the 
franchise is to be located. This re- 
quirement, which is essentially a part 
of the “reasonable basis’ concept, 
simply recognizes that projections 
which may be relevant to the geo- 
graphic market of one franchise may 
not be reasonably based for another 
franchise to be located in a different 
geographic market presenting signifi- 
cantly dissimilar economic conditions. 
This requirement does not, however, 
restrict the franchisor to using infor- 
mation relating solely to the geo- 
graphic area in which the franchisee is 
to be located. By “relevant,” the Com- 
mission means that the experience of 
outlets in one geographic market area 
is likely to be predictive of the pros- 
pective franchisee’s experience. The 
more similar the market conditions be- 
tween the geographic areas (e.g., de- 
mographics, socioeconomic character- 
istics, climate, efc.) the more predic- 
tive the experience of the outlets in 
the other geographic market will be. 
The franchisor or broker should dis- 
close any differences between the 
market areas which may affect the 
chances of the prospective franchisee 
achieving similar results. 

c. Disclosure Document. Paragraph 
(b)(3) requires the forecast to be set 
forth in detail in a disclosure docu- 
ment to be given to the prospective 
franchisee. The disclosure document 
must also disclose the material bases 
and assumptions for the forecasts. The 
disclosure statement should include in- 
formation to enable the prospective 
franchisee to niake his or her own 
judgment concerning the forecast. 
Only “material” assumptions and facts 
should be disclosed. 

Where the forecast is based upon 
past performance of existing outlets, 
the disclosures should include a de- 
scription of the characteristics of 
those outlets which differ materially 
from the outlet to be operated by the 
prospective franchisee. Such differ- 
ences in characteristics would include, 
for example, geographic location, type 
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of location (free standing vs. shopping 
center location, etc.), degree of compe- 
tition in the market area, time the 
outlets have been in operation, serv- 


ices or goods sold, services supplied by. 


the franchisor, and whether the out- 
lets are franchised or company-owned 
or operated. 

Assumptions must be disclosed if 
their validity is sufficiently in doubt 
that a reasonably prudent prospective 
franchisee might be deterred from 
crediting the forecast if he or she 
- knew of the underlying assumptions. 
Guidance on the type of disclosures to 
be made may be gained from the 
AICPA “Statement on the Presenta- 
tion and Disclosure of Financial Fore- 
casts” at 5-6, which states, in part: 

Those assumptions should be disclosed 
which management thinks are most signifi- 
cant to the forecast or are key factors upon 
which the financial results of the enterprise 
depend. There ordinarily should be some in- 
dication of the basis or rationale for these 
assumptions. It would also be desirable for 
the disclosure to include an expression of 
the relative impact of a variation in the as- 
sumption when it would significantly affect 
the forecasted result. 

Frequently, basic assumptions that have 
enormous potential impact are considered 
to be implicit in the forecast. Examples 
might be conditions of peace, absence of 
natural disasters, etc. Such assumptions 
need be disclosed only when there is a rea- 
sonable possibility that the current condi- 
tions will not prevail. In such circumstances, 
to the extent practicable, the possible 
impact of a change in the assumptions 
should be disclosed. 


= * * * * 


Identifying those assumptions which at 
the time of preparation, appear to be most 
significant to the forecast or which are key 
factors upon which the financial results of 
the business depend requires the careful ex- 
ercise of good-faith judgment by manage- 
ment. The disclosures should include the 
following: 

a. Assumptions as to which there is a rea- 
sonable possibility of the occurrence of a 
variation that may significantly affect the 
forecasted results. 

b. Assumptions about anticipated condi- 
tions that are expected to be significantly 
different from current conditions, which are 
not otherwise reasonably apparent. 

c. Other matters deemed important to the 
forecast or to the interpretation of the fore- 
cast. 


Paragraph (b), together with para- 
graph (d), require the disclosure state- 
ment to include a number of manda- 
tory disclosures and disclaimers. In im- 
mediate conjunction with the forecast, 
as set out in the disclosure document, 
there must be a disclosure as to the 
number and percentage of the outlets 
which are located in the geographic 
markets that form the basis for the 
forecast and which the franchisor or 
the franchise broker know to have 
made at least the same results as those 
forecasted. The disclosure is limited to 
those outlets which have achieved at 
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least such results in a period of corre- 
sponding length in the immediate past 
(usually within the last several years) 
as those forecasted. Thus, if the fore- 
cast is for achievements to be reached 
in a year, the disclosure should indi- 
cate the number and percentage of 
outlets in those geographic markets 
upon which the representation is 
based which achieved at least the 
same result in a period of a recent 
year. The beginning and ending dates 
for the corresponding time period 
must be disclosed. 

Paragraph (b)(5)(ii) requires the dis- 
closure document to include, where 
appropriate, a statement that a 
franchisor is without prior franchising 
experience with respect to the particu- 
lar product or service being fran- 
chised. 

Paragraph (b)(4) requires the disclo- 
sure statement to include a disclaimer 
warning the prospective franchisee 
that there is no assurance that he or 
she will achieve the forecast and that 
he or she must assume the risk that 
the forecast will not be achieved. 

An example of the disclosure re- 
quired by this section of the rule fol- 
lows: 


Disclosure 


Ice Cream Systems of America, Inc. esti- 
mates the most probable sales volume for 
the first 12 months at the proposed Ken- 
sington, Md., site at $75,000. 


Caution 


These figures are only estimates of what we 
think you may earn. There is no assurance you'll 
do as well. If you rely upon our figures, you must 
accept the risk of not doing as well. 

Five franchised outlets, which constitute 40 
percent of all the franchised outlets in the geo- 
graphic markets upon which this forecast is 
based, have achieved a sales volume of at least 
$75,000 in their first 12 months, for a period from 
June 1, 1976, to May 31, 1977. 


Bases 


This forecast is based upon (1) recent past 
performance of three franchised units in 
similar geographic market areas; (2) recent 
past experience of two franchised units in 
the same geographic market area; (3) a 
market study for the geographic market 
area conducted by H. Arthur Associates, an 
independent consulting firm; and (4) traffic 
volume study for proposed site conducted 
by qualified personnel from Ice Cream Sys- 
tems of America, Inc. 

(1) Three franchised outlets in geographi- 
cal market areas similar to the suburban 
Washington, D.C. area (two in suburban 
Boston and one in suburban Philadelphia) 
report results for their first 12 months as at 
least $75,000 in sales volume. These fran- 
chised units are identical in design and oper- 
ation to the unit proposed for Kensington, 
Md., and are located in similar areas (shop- 
ping center mall) with similar traffic volume 
and population characteristics. One of the 
units in the Boston suburbs is located near a 
small college which generates approximate- 
ly 25 percent of its customers. 
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(2) Ice Cream Systems of America, Inc., 
has recently opened two other franchised 
outlets in the Washington, D.C., suburban 
area: One in Alexandria, Va., and the other 
in College Park, Md. Both units report sales 
volume in excess of $75,000 for their first 12 
months in business (June 1, 1976-May 31, 
1977). One of the units—the one located in 
College Park, Md.—is located near the main 
campus of the University of Maryland, 
which accounts for approximately 45 per- 
cent of its customers. 

(3) Ice Cream Systems of America, Inc., 
has conducted appropriate traffic volume 
studies for the proposed site, which indicate 
traffic potential in excess of that for the 
five franchised outlets mentioned above. 
The study indicates that the outlet should 
be able to generate 200 or more customers a 
day. 

(4) H. Arthur Associates, Inc., an inde- 
pendent consultant, has conducted a market 
study for the demand of KoneKorner prod- 
ucts in the geographic market areas in 
which the franchise is to be located (subur- 
ban Maryland/Washington, D.C., suburbs). 
The study indicates strong consumer prefer- 
ence for KoneKorner brands over brands 
currently available in the geographic 
market area. 

These studies, and the financial state- 
ments of the franchise units mentioned 
above, are available to the prospective 
franchisee for inspection. 


ASSUMPTIONS 


The above forecasted sales volumes 
assume an opening date no later than June 
1, 1978. If opening is delayed, this figure will 
be affected since, on the average (based on 
all reporting operating outlets), 50 percent 
of the annual volume is achieved in June, 
July, and August. 

The above forecast assumes operating 
hours from 10 a.m. until 1 a.m. daily, 365 
days a year. (This further assumes an aver- 
age of 172 customers a day with average 
orders of $1.20, which is the average of all 
reporting operating outlets). 

The above forecast also assumes the com- 
pletion of the Kensington Community Col- 
lege facilities by September 1, 1978. Stu- 
dents from this facility are expected to ac- 
count for a significant proportion of the 
customers (varying from 25 to 45 percent in 
the experience of the two outlets mentioned 
above). 

The above forecast also assumes: (1) 
Stable supply of dairy products for 1978; (2) 
no competing ice cream outlet within a 4- 
block radius; and (3) retail price increases of 
no more than 7 percent in 1980. 


2. Requirements and Prohibitions 
Concerning Representations of Sales, 
Income, or Profit of Existing Fran- 
chises Made to a Prospective Franchi- 
see—§ 436.1 (c) and (d). Section 436.1 
(c) and (d) restrict the use of represen- 
tations of the sales, income, or profits 
of existing outlets made to prospective 
franchisees. Such representations are 
prohibited unless they meet the sub- 
stantive criteria set out in paragraph 
(b), and are accompanied by a disclo- . 
sure statement as described in para- 
graph (d). The rule in no way requires 
such claims, but merely sets out crite- 
ria if and when the franchisor chooses 
to make them. 
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a. Scope of § 436.1(c): Types of Repre- 
sentations Covered. Representations 
covered by this paragraph are those 
that state a “specific level’ of sales, 
income, gross or net profit for existing 
outlets. Paragraph (c) addresses the 
use of such claims when they are 
made to a particular prospective 
franchisee, while paragraph (e) is con- 
cerned with their use in media adver- 
tising. The term “specific level’’ means 
either a specific figure (e.g., “franchi- 
sees averaged $40,000 annual profit’’) 
or a specific range (e.g., “franchisees 
earned between $25,000 and $50,000’). 
Representations of facts which imply 
a specific range of sales, income, or 
profit through other facts are also in- 
cluded. For example, a claim that an 
average franchisee earned enough last 
year to buy a new Porsche clearly im- 
plies a specific level of profit. 

Paragraph (c) applies to all repre- 
sentations of sales, income, or profits 
of existing outlets made to a prospec- 
tive franchisee, whether oral, written, 
or visual, which are made by a franchi- 
sor, a franchise broker, or any of their 
agents, representatives, or employees. 

b. Substantive Requirements: Rea- 
sonable Basis, Substantiation, Geo- 
graphic Relevance, and Accounting 
Principles. (i) The Reasonable Basis 
and Substantiation Requirements. 
The rule requires representations of 
the sales, income, or profits for exist- 
ing outlets to have a “reasonable 
basis” when made, and that the 
franchisor have in its possession mate- 
rial which constitutes a reasonable 
basis for the claim. The facts in the 
franchisor’s possession at the time the 
claim is made must objectively support 
the claims of past performance. By 
“objectively,” the Commission means 
that the tests or data upon which the 
franchisor bases his claim must be 
able to be independently examined 
and verified. The facts in the franchi- 
sor’s possession must reasonably sup- 
port the representation as it is likely 
to be understood by a reasonable pros- 
pective franchisee. For example, a rep- 
resentation that “franchisees earn a 
net profit of $30,000 a year’ implies 
that $30,000 is representative of the 
usual experience of that system’s 
franchisees. The claim would not have 
a reasonable basis, if, in fact, only a 
small minority of the franchisees 
earned $30,000, or if profits were due 
to nonrecurring conditions, or if the 
franchisees used inconsistent systems 
for reporting profit. 

Similarly, a franchisor would not 
have a reasonable basis for the claim 
illustrated above if the only facts 
available to it were the income state- 
ments of a small proportion of the sys- 
tem’s franchisees. 

Paragraph (c)(2) requires that the 
material on which the franchisor 
bases the claim must be made availa- 
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ble to the prospective franchisee or 
the Commission or its staff upon rea- 
sonable demand. The disclosure docu- 
ment must indicate that such material 
is available to the prospective franchi- 
see. As with forecasts, however, the 
franchisor or the franchise broker is 
not required to disclose the identity of 
any specific franchisee, or information 
reasonably likely to lead to the disclo- 
sure of the identity of a _ specific 
franchisee. This limitation does not 
apply to requests by the Commission 
or its staff. 

(ii) Geographic Relevance. Para- 
graph (c)(1) requires representations 
of the sales, income, or profits for ex- 
isting outlets, made to a prospective 
franchisee, to be “relevant to the geo- 
graphic market” in which the fran- 
chise is to be located. As with fore- 
casts, discussed previously, this re- 
quirement permits the franchisor to 
use information from geographic mar- 
kets other than the one in which the 
franchise is to be located, but only 
where it reasonably relates to the an- 
ticipated experience of the prospective 
franchisee. For example, a _ frozen 
yogurt franchisor cannot use the expe- 
rience of a Florida outlet in selling a 
franchise to be located north of the 
Arctic circle. To use the experience of 
outlets located in the geographic mar- 
kets other than that in which the 
franchise is to be located, the other 
geographic markets must be compara- 
ble in those areas which are most 
likely to affect the prospective 
franchisee’s sales, income, or profits. 
Any factors which are different and 
which are likely to affect the franchi- 
see’s chances of achieving the same re- 
sults should be disclosed. For example, 
if labor costs are significantly lower in 
the other geographic markets, this 
fact should be noted with, where possi- 
ble, an estimate of the effect of this 
difference on the prospective franchi- 
see. 

(iii) Accounting Principles. Para- 
graph (c)(4) requires that the underly- 
ing data on which representations of 
the sales, income, and profits for exist- 
ing outlets are based, be prepared in 
accordance with generally accepted ac- 
counting principles. This requirement 
does not mean that franchisee finan- 
cial statements must be audited. It 
does require, however, that the data 
on which the representation is based 
must be prepared on a uniform basis, 
consistently applied, in accordance 
with “generally accepted accounting 
principles’ developed by the account- 
ing profession and regulatory bodies. 

c. Disclosure Document. Paragraph 
(c)(4) requires the representation to be 
set forth in detail, along with the ma- 
terial bases and assumptions therefor, 
in a disclosure statement to be given 
to the prospective franchisee. The dis- 
closure statement should include in- 


formation which would enable the 
prospective franchisee to make his 
own conclusions concerning the repre- 
sentation. The concept of ‘‘generally 
accepted accounting principles’’, men- 
tioned above, incorporates the idea 
that assumptions critical to the pres- 
entation of historical financial data be 
clearly disclosed. 

Since a prospective franchisee is in- 
terested in past performance primarily 
as an indicator of his or her own 
future performance, assumptions and 
facts which bear on the probability of 
the prospective franchisee’s achieving 
similar earnings or income must be 
disclosed. Examples of such informa- 
tion would be the characteristics of 
the outlets on which the claim is based 
which differ materially from the 
outlet being offered. For example, 
such differences in characteristics 
would include geographic location, 
type of location (e.g., free standing 
versus shopping center location), 
degree of competition in the market 
area, time the outlets have been in op- 
eration, services or goods sold, and 
services supplied by the franchisor. 

The rule also requires the disclosure 
statement to include a number of 
mandatory disclaimers and disclosures 
in conjunction with a representation 
of the sales, income, or profits for ex- 
isting outlets. The disclosure must 
clearly and conspicuously disclose the 
number and percentage of outlets of 
the franchise which are located in the 
geographic markets which form the 
basis for the representation which the 
franchisor or the franchise broker 
knows to have made at least the same 
results as those represented. Where a 
franchisor distributes more than one - 
type of goods or services, it need only 
disclose information about outlets 
which sell the same goods or services 
as those being offered to the prospec- 
tive franchisee. For example, where a 
franchisor franchises two fast-food 
systems—one fried chicken and the 
other pizza—it need disclose only in- 
formation about pizza outlets where 
the pizza franchise is the franchise 
being offered. 

The term “outlet” includes both 
franchised and company-owned or op- 
erated outlets. However, if the repre- 
sentation is based on both types of 
outlets, the data should separate the 
two types to reflect the experience of 
each type of outlet. 

The disclosure is limited to those 
outlets which have achieved such re- 
sults during a period of corresponding 
length to that represented, during the 
immediate past (e.g., within the last 
several years). The beginning and 
ending dates of the corresponding 
time period must be disclosed. 

If the franchisor is without prior ex- 
perience in franchising the particular 
product or service being offered, it 
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must disclose this fact in the disclo- 
sure statement. 

Paragraph (c)(5) requires the state- 
ment to include a disclaimer warning 
that some outlets have sold the 
amount represented, but that there is 
no assurance that the prospective 
franchisee will do as well. 

The following example illustrates 
the disclosures to be made under this 
section of the rule. 


DISCLOSURE. 


Kleanco franchisees earn $35,000 in net 
profits a year. 


CAUTION 


Some outlets have earned this amount. There is 
no assurance you'll do as well. If you rely upon 
our figures, you must accept the risk of not doing 
as well. Thirty, or 25 percent of all Kleanco fran- 
chised outlets in the five metropolitan areas on 
which this claim is based, reported net profits in 
excess of $35,000 for the fiscal year 1976. (July 1, 
1975-June 30 1976.) 


BASES 


This claim is based on the income state- 
ments (statement of results of operations) 
for 30 Kleanco franchises in the downtown 
areas of New York, New Haven, Trenton, 
Philadelphia, and Hartford. These state- 
ments have been prepared in accordance 
with generally accepted accounting princi- 
ples and reflect operations for the period 
from July 1, 1975-June 30, 1976. The income 
statements are available to the prospective 
franchisee. 


ASSUMPTIONS 


These figures are based on accounting 
principles which are disclosed as part of the 
income statement and the notes thereto. 
Ten of the franchises noted above have 
been in business for more than 10 years; five 
have been in business between 5 and 10 
years; and five more have been in business 
between 2 and 5 years. Only 10 of the out- 
lets referred to above have been open less 
than 2 years. 


3. Representations of Franchise 
Sales, Income or Profits in the 
Media—§ 436.l(e). Paragraph (e) ad- 
dresses the use of representations of 
franchise sales, income, or profits 
when they are used in media advertis- 
ing to recruit prospective franchisees. 
Paragraph (e) sets out substantive 
standards for such claims, and prohib- 
its claims which do not meet those 
standards. It also requires certain dis- 
closures and disclaimers to appear in 
conjunction with any advertising con- 
taining an earnings claim. Finally, it 
requires that the prospective franchi- 
see be given a disclosure document 
containing the bases and assumptions 
for any claim made in advertising. The 
rule does not require the use of such 
claims, but merely establishes certain 
safeguards to be used if the franchisor 
wishes to make such claims. 

a. Types of Representations Covered 
by Paragraph (e). Paragraph (e) en- 
compasses oral, written, or visual rep- 
resentations made for “general dis- 
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semination.” It includes claims made 
in advertising (radio, television, maga- 
zines, newspapers, billboards, etc.) as 
well as those contained in speeches or 
press releases. The claims subject to 
this paragraph are those which state a 
specific level of sales, income, gross, or 
net profit for existing or prospective 
outlets. It includes both actual and po- 
tential sales, income, gross or net prof- 
its of either franchised or company- 
owned outlets. It also includes claims 
which state other facts which suggest 
a specific level of sales, income, or 
profit. In essence, paragraph (e) in- 
cludes all the types of claims covered 
by paragraphs (b) and (c), when they 
are made for general dissemination, 
and not to a specific prospective 
franchisee. The term “general dissemi- 
nation” would exclude limited commu- 
nications made to interested private 
parties. For example, projections fur- 
nished to a bank in connection with 
arranging financing for the franchisee 
would not be included. 

b. Substantive Requirements: Rea- 
sonable Basis, Substantiation, and Ac- 
counting Principles. (i) The Reason- 
able Basis and Substantiation Require- 
ments. Paragraph (e)(1) requires 
media representations to have a ‘“‘rea- 
sonable basis” when made, which basis 
is demonstrated by materials which 
are in the franchisor’s possession 
when the claim is made. Such substan- 
tiating material must be made availa- 
ble to the Commission or its staff 
upon reasonable demand. Unlike the 
requirements with respect to claims 
made to particular prospective 
franchisees, there is no requirement 
that the substantiating material be 
made available to a_ prospective 
franchisee upon demand. 

Whether a claim has a “reasonable 
basis” is a question of fact which de- 
pends on the claim made. Some of the 
criteria which demonstrate a reason- 
able basis for forecasts are discussed 
under paragraph (b), and some of the 
elements of a reasonable basis for rep- 
resentations of sales, income or profits 
for existing outlets are discussed 
under paragraph (c). A forecast must 
be based on facts in the franchisor’s 
possession which provide a reasonable 
basis for the conclusion that a fore- 
casted outcome is highly likely to be 
realized. Representations of sales, 
income or profits for existing outlets 
should be based upon facts in the 
franchisor’s possession which objec- 
tively support the claims of perform- 
ance. 

ii) Accounting Principles. Para- 
graph (e)(2) requires that any claim of 
sales, income or profits for existing 
outlets be based on underlying data 
which have been prepared in accord- 
ance with generally accepted account- 
ing principles as established by the ac- 
counting profession and regulatory 
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bodies. As discussed with respect to 
paragraph (c), this requirement does 
not mean that the franchisee’s finan- 
cial statements must be audited. How- 
ever, the franchisee’s financial state- 
ments on which the representation is 
based must be prepared in accordance 
with generally accepted accounting 
principles, consistently and uniformly 
applied. 

c. Advertising Disclosures. All claims 
about franchise sales, incomes or prof- 
its made for general dissemination 
must be accompanied by certain clear 
and conspicuous disclosures. Para- 
graph (e)(3) requires, in ‘immediate 
conjunction” with the claim, the dis- 
closure of the number and percentage 
of the outlets which the franchisor or 
franchise broker knows to have made 
at least the same results as those rep- 
resented, in a recent period of time 
corresponding in length to the period 
represented. Unlike the similar disclo- 
sures required by paragraphs (b) and 
(c), this disclosure does not refer to 
the number of outlets in the geo- 
graphic area upon which the claim is 
based, but rather to all of the outlets 
of the franchise system (including 
company-owned outlets). The differ- 
ence is due to the fact that there is no 
requirement in paragraph (e) that the 
claim be relevant to a geographic 
market area. If the disclosure includes 
both franchised and company-owned 
outlets, however, each category should 
be reported separately in this disclo- 
sure. 

Paragraph (e)(4) also requires cer- 
tain disclosures to be made in conjunc- 
tion with any forecast about potential 
franchise sales, income or profits in 
media advertising. For each forecast, 
the disclosure must be made that the 
figures are only estimates, and, where 
applicable, that they are not based on 
actual experience of existing outlets. 

d. Disclosure Document. If the 
franchisor uses claims in advertising, 
it must furnish each prospective 
franchisee with a copy of a disclosure 
document which contains such claims, 
along with the material bases and as- 
sumptions therefor, and certain disclo- 
sures and disclaimers required by this 
rule. A discussion of what type of in- 
formation needs to be disclosed to pro- 
vide the prospective franchisee with 
the bases and assumptions for the 
claim may be found in the section of 
the guides relating to paragraphs (b) 
and (c). 

The disclosure document must also 
contain a number of disclosures and 
disclaimers. Paragraph (e)(5)(ii) re- 
quires the disclosure of the number 
and percentage of the outlets of the 
franchise business which achieved at 
least the same results as. those 
claimed, much in the manner as it re- 
quires the disclosure to accompany 
claims directly in advertising. Para- 
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graph (e)(5)(iii) requires a cautionary 
statement relating to claims with re- 
spect to sales, profits or income for ex- 
isting outlets, and paragraph (e)(5)(iv) 
requires a similar cautionary state- 
ment for forecasts. A franchisor must 
disclose the fact (if applicable) that it 
is without prior franchising experience 
with respect to the particular product 
or service being offered in connection 
with the particular franchise. Para- 
graph (e)(5)(vi) requires, if applicable, 
a disclosure that the franchisor has 
not been in business long enough to 
have actual business data. 

An example of advertising illustrat- 
ing the requirements of the provision 
of the rule follows: 


JOIN THE WORLD OF INDEPENDENT BUSINESS- 
MEN WITH PROFITS OF $50,000 OR MORE 
PER YEAR! 

Now, for a limited time in this area, a well- 
known licensor of mobile office cleaning 
franchises is offering an opportunity for a 
self-motivated person to join the ranks of 
independent businessmen who earn $30,000, 
$40,000 or even $50,000 a year! Small invest- 
ment needed! This is an opportunity of a 
lifetime! 

17 units, or 33 percent of all franchised 
units, earned net profits of more than 
$30,000 from June 1, 1977-May 30, 1978. 

3 units, or 6 percent of all franchised 
units, earned net profits of at least $50,000 
from June 1, 1977-May 30, 1978. 


D. Preemption. 1. General Rule. The 
rule provides for concurrent State and 
Federal regulation of the sale or mar- 
keting of franchises and business op- 
portunities. To that end, Note 2 of the 
rule provides that the rule does not 
preempt or otherwise affect State or 
local laws or regulations relating to 
franchising, except to the extent that 
they are “inconsistent” with the provi- 
sions of the rule. By “inconsistent,” 
the Commission means that such laws 
or regulations do not provide protec- 
tion to the prospective franchisee 
which is equal to or greater than that 
provided by the rule. State or local 
laws or regulations which provide 
lesser protection are inconsistent with 
the rule, and are preempted oniy to 
the extent of the inconsistency. This 
approach creates a minimum Federal 
standard applicable to all franchise of- 
ferings, and permits States to provide 
additional protection as they see fit. 

Examples of State law or regulations 
which provide equal or greater protec- 
tion to prospective franchisees than 
that provided by the rule include pro- 
visions requiring the registration of 
franchisors and franchise salesmen, 
and the requirement of escrow or 
bonding arrangements. Similarly, 
State laws or regulations which re- 
quire greater disclosure than that re- 
quired by the rule would not be pre- 
empted. As a consequence, franchisors 
complying with the rule may also be 
required to ffurnish prospective 
franchisees with additional informa- 
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tion, as required by State law. Compli- 
ance with the rule would not, in such 
cases, be adequate to satisfy the provi- 
sions of State law. Whether a State re- 
quires information in addition to that 
required by the rule is a matter which 
must be determined by the individual 
State. Moreover, the rule does not 
affect State laws or regulations which 
substantively regulate the franchisor- 
franchisee relationship—e.g., termina- 
tion practices, contract provisions, fi- 
nancing arrangements, efc. 

2. Uniform Franchise Offering Cir- 
cular. A number of States which re- 
quire registration of franchise offer- 
ings or pre-sale disclosure permit the 
use of the Uniform Franchise Offering 
Circular (“UFOC’’) to comply with 
those requirements. The Commission 
has determined that the UFOC may 
be used as an alternative disclosure 
format to satisfy the rule’s disclosure 
requirements. The Commission has de- 
termined that, taken as a whole, the 
disclosures required by the UFOC pro- 
vide protection to prospective franchi- 
sees which is equal to or greater than 
that provided by the rule. This find- 
ing, however, is limited to the version 
of the Uniform Franchise Offering 
Circular adopted by the Midwest Secu- 
rities Commissioners Association on 
September 2, 1975, and any minor 
modifications thereof, that do not di- 
minish the protection accorded to a 
prospective franchisee, which may be 
made by a State in which such regis- 
tration has been made effective. 

As a consequence of this determina- 
tion, franchisors may use the disclo- 
sure format of the UFOC in lieu of 
that of section 436.1 (a) through (e). 
Where the rule’s disclosure require- 
ments mandate the disclosure of infor- 
mation not required by the UFOC 
format, or are otherwise inconsistent 
with the disclosures required by the 
UFOC format, the franchisor need 
comply only with the requirements of 
the UFOC, and need not comply with 
the additional or differing require- 
ments of the rule. Either one or the 
other format must be used; the 
franchisor may not pick and choose 
from both. 

While franchisors may use the 
UFOC disclosure format to comply 
with the rule, compliance obligations 
will differ in some minor respects de- 
pending on whether the particular cir- 
cular used in the offering is part of a 
currently effective registration state- 
ment filed in a State accepting the 
UFOC. 

a. Requirements of the Rule Where 
There Is No Effective State Registra- 
tion in Any State. Where the circular 
is not part of any currently effective 
State registration in any State, a 
franchisor is free to choose either dis- 
closure format to fulfill the obliga- 
tions of the rule. If the franchisor 


wishes to use the UFOC format, how- 
ever, the Commission has the respon- 
sibility to determine whether the cir- 
cular in fact complies with the UFOC 
requirements. In making that determi- 
nation the Commission will give great 
weight to the UFOC Guidelines for 
the Preparation of the Uniform Fran- 
chise Offering Circular (Midwest Secu- 
rities Commissioner Association, Octo- 
ber 1, 1977) and previous State deter- 
minations in judging the adequacy and 
sufficiency of the disclosures made. A 
circular must comply with the UFOC 
requirements (as interpreted by the 
Commission) in order to comply with 
the rule. 

In addition to the compliance obliga- 
tions which apply whenever the UFOC 
format is used (as noted below), there 
are a number of other particular obli- 
gations that arise when the UFOC 
format is used and there is no effec- 
tive State registration of the circular 
in any State. 

(i) Information Current as of Fiscal 
Year. The information in the disclo- 
sure document must be current as of 
the franchisor’s last fiscal year, under 
paragraph (a)(22) of the rule. 

(ii) Material Changes and Updating. 
The information contained in the 
UFOC format must be revised on a 
quarterly basis if material changes in 
that information have occurred, as re- 
quired by § 436.1(a)(22). Similarly, the 
prospective franchisee must be fur- 
nished with the most recent informa- 
tion available at the “time for making 
of disclosures,” as required by section 
436.1(a)(22). 

(iii) FTC Cover. The cover sheet of 
the offering circular must conform to 
the FTC format set out in section 
436.1(a)(21). 

b. Obligations Where the UFOC 
Format Is Used and Where There Is an 
Effective State Registration. (i) Offer- 
ings in States Where Registered. In 
some cases, a franchisor or franchise 
broker may wish to use an offering cir- 
cular which is part of an effective reg- 
istration statement. This offering cir- 
cular may be used in the State in 
which the registration is effective to 
meet the disclosure obligations of the 
rule, even as to those relationships 
which may not be subject to State dis- 
closure requirements. 

Where the circular is used in the 
State in which there is a currently ef- 
fective registration, the Commission 
will presume the sufficiency, adequa- 
cy, and accuracy of the circular. Simi- 
larly, if that State determines that the 
offering circular or registration is inac- 
curate or insufficient, that determina- 
tion will be given great weight in any 
determination by the Commission 
whether any offering in that State 
also violated the Commission’s rule. 

(ii) Offerings in States Where Not 
Registered. In some instances, franchi- 
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sors may wish to use an offering circu- 
lar in a State other than that in which 
it is currently registered. An offering 
circular which is part of an effective 
registration statement may also be 
used in States other than that in 
which the statement is effective to 
meet the disclosure obligations of the 
rule. The Commission, however, will 
judge the adequacy, accuracy, and suf- 
ficiency of the circular as if there were 
no registration in any State. In other 
words, the presumption of sufficiency, 
accuracy, and adequacy attaches only 
to offerings made in States where the 
offering circular is part of a currently 
effective registration. 

In either situation where there is an 
effective registration, the rule sets out 
a number of compliance obligations 
which must be met. These are in addi- 
tion to those obligations, noted below, 
which must be met in all cases where 
the UFOC disclosure format is used. 
The particular obligations that arise 
when the UFOC is used and there is 
an effective State registration are: 

(1) Current Information. Most 
States require information contained 
in the registration statement (includ- 
ing the offering circular itself) to be 
current as of the time of registration. 
Annual renewals are required, as are 
amendments upon the occurrence of 
material changes. To ease compliance, 
the information need not be current as 
of the close of the franchisor’s last 
fiscal year as long as the offering cir- 
cular is contained in a currently effec- 
tive State registration statement. 

(2) Material Changes and Updating. 
In light of State provisions requiring 
amendments and updating, the rule’s 
requirements on material changes and 
updating need not be complied with 
where the offering circular is part of a 
currently effective State registration 
statement. 

(3) Cover Sheets. If the offering cir- 
cular is to be used in the State where 
the registration is effective, the 
UFOC-mandated cover sheet should 
be used as the cover for the circular. 
In addition, the franchisor and fran- 
chise broker should give the prospec- 
tive franchisee a separate piece of 
paper containing the information re- 
quired to be on the cover under para- 
graph (a)(21) of the rule. 

If the offering is made in a State 
other than that in which the registra- 
tion is effective, the FTC cover sheet 
should be used. 

c. Requirements in All Cases Where 
the UFOC Format Is Used for Disclo- 
sures. As noted above, a franchisor 
who uses the UFOC format for 
making the disclosures need not 
comply with the rule’s disclosure re- 
quirements which mandate additional 
or different information. The Commis- 
sion’s determination that the UFOC 
disclosure format provides for an al- 
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ternative means of disclosure does not 
mean that other obligations of the 
rule do not apply. Below is a list of ob- 
ligations which are applicable in all 
cases where the UFOC disclosure 
format is used. 

(i) Scope of the Rule. The rule de- 
fines the situations in which disclosure 
is required. The disclosures themselves 
may be made either in the FTC 
format or the UFOC format. But the 
disclosure must be made in all circum- 
stances required by the rule, regard- 
less of whether such disclosure would 
be required by State law. 

(ii) Persons Who Must Comply With 
the Rule. The rule places compliance 
obligations on the “franchisor” and 
the “franchise broker,” as defined in 
the rule. Their obligations arise in 
every transaction which is subject to 
the rule, regardless of whether the 
UFOC format or the FTC format is 
chosen to make the disclosures. (Note, 
however, that the FTC definition of 
the above terms should be used for 
purposes of determining who is re- 
quired to comply with the rule, and 
for disclosures using the rule format, 
but that the UFOC definition of those 
terms should be used for the purposes 
of disclosures required in the UFOC 
format.) 

(iii) Timing of Disclosures. The dis- 
in the 
FTC format or the UFOC format) 
must be furnished to the prospective 
franchisee at the times mandated by 
the rule, not by the State law, unless 
the State law requires earlier disclo- 
sure. Thus the offering circular must 
be given at the earlier of the “time for 
making of disclosures,” or at the “first 
personal meeting,” as defined in this 
rule. 


(iv) Contracts To Be Executed. Sec- 
tion 436.1(g) of the rule requires that 
the prospective franchisee be given a 
copy of the contracts and agreements 
proposed to be executed at least 5 
business days before they are intended 
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to be signed. This provision applies re- 
gardless of the disclosure formats 
chosen. i 

(v) Certain Prohibitions. The rule; 
forbids the franchisor and franchise | 
broker from making any claims which | 
are contradictory to the information .; 
in the disclosure document, regardless 
of whether the disclosures are those ; 
required by the rule or the UFOC. 
Similarly, the rule prohibits including 
any information in the disclosure doc- 
ument which is not required either by 
the rule or by nonpreempted State 
law. 

(vi) Refunds. Section 436.1(h) makes 
it an independent violation of the rule 
to fail to return or refund fees in ac- 
cordance with contract provisions dis- 
closed in the disclosure document. 
This provision is still applicable where 
the alternative UFOC disclosure 
format is used. 

It should also be emphasized that 
franchisors who choose to use the 
UFOC disclosure format may not use 
the provisions on earnings claims in 
the rule (paragraphs (b)-(e) of § 436.1), 
because the UFOC format requires 
any claims which are proposed to be 
used to be contained in the disclosure 
document itself. If the franchisor 
wishes to make such earning claims, 
they must conform either to item 19 
of the UFOC, or alternative item 19, 
as contained in the UFOC Guidelines. 
Like the rule, the UFOC requires such 
claims to have a reasonable basis 
which is demonstrated by materials in 
the franchisor’s possession at the time 
the claim is made. 

In every case where the UFOC dis- 
closure format is used, the Commis- 
sion retains the right to determine the 
adequacy, sufficiency and accuracy of 
the disclosures made—that is, to deter- 
mine whether the UFOC requirements 
have in fact been met. While the Com- 
mission will presume compliance with 
respect to offerings made in States 
where the franchisor has been regis- 
tered, this presumption should not be 
viewed as deferring to State law en- 
forcement. 
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State requires— 


FTC requires— 


Franchisor must comply with— 





Disclosure of item X Silent as to item X 


State disclosure requirement. 





Silent as to item X 

Disclosure of item X 

Prohibits disclosure of item 
X. 

Registration; escrow or 
bonding. 


.. Disclosure of item X 


Disclosure of item X 


Disclosure by franchisor X.... Silent as to franchisor X 
Disclosure by franchisor X 
Disclosure by franchisor X.... Disclosure by franchisor X and Y 


Silent as to franchisor X 


Disclosure of items X, Y, and Z 


Silent as to such requirements 


FTC disclosure requirement. 

Both State and FTC requirements. 

FTC requirement: State requirement 
is preempted. 

State requirements. 


State requirement. 
FTC requirement. 
State and FTC requirements. 





NoTe.—Where States permit disclosure to be made by the Uniform Franchise Offering Circular 
(‘UFOC”), the UFOC will usually satisfy the disclosure requirements of the FTC as well, since the Com- 
mission allows the UFOC format to be used in lieu of that set out in the Rule. See text for more complete 


explanation. 
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